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PARTNERSHIP LIABILITY OF STOCKHOLDERS IN 
DEFECTIVE CORPORATIONS 


‘hee corporation laws of the various states provide that the 

consequence of doing certain acts prescribed by those laws 
is the creation of an artificial legal person, known as a corporation, 
and that other persons may contribute to the capital of such a 
corporation and share in the profits derived from its activities 
without incurring any personal liability for its debts. It not in- 
frequently happens that people contribute to the capital of such an 
enterprise on the assumption that the necessary steps for securing 
incorporation have been taken, but that this assumption proves to 
be erroneous, with the result that the enterprise, whatever it may 
be, is certainly not a lawfully existing or de jure corporation. 
Despite this lack of complete legality in its organization, the enter- 
prise will, under certain circumstances, be treated by most Ameri- 
can courts as having a de facto corporate existence which enables 
it to serve as a shield against any personal liability on the part of 
its stockholders. It is, however, generally agreed that the in- 
validity of the attempted incorporation may be so substantial that 
no corporation, either de jure or de facto, can be recognized as 
existing. 

Wuat Is A PARTNERSHIP? 


Does it follow that in such cases the debts are the debts of the 
supposed stockholders and that the latter are, in case the organiza- 
tion to whose capital they have contributed is engaged in business, 
members of a commercial partnership? In view of the fact that 
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partnerships have existed in England for several centuries and 
that cases involving them have been before the courts in large 
numbers since the latter part of the eighteenth century, it might 
seem as though there should be by now a general agreement among 
judges and lawyers as to the correct definition of a partnership, 
and as though the problem with regard to defective corporations 
would be simply one of applying that definition to the situation 
there presented. But if we proceed to examine the definitions of 
partnership which have been given, we find that until a few years 
ago there was no definition in existence which could be regarded as 
authoritative, and that the definitions currently given by judges 
and text writers were not only lacking in precision but were not 
altogether harmonious.” 

Recently, however, we have been furnished in the statement 
agreed upon by the Commissioners on Uniform State Laws and 
contained in the Uniform Partnership Act with a definition of 
partnership which, while less precise than one might desire, may 
be said to be sufficiently authoritative to provide us with a premise 
on which to build. That Act has now been adopted in sixteen’ 
jurisdictions, including most of the principal commercial states. 
Furthermore, insofar as it is intended as a restatement of pre- 
existing law and not as a modification thereof — and that portion 
of the Act which contains the definition of partnership is clearly 
so intended *—the Act is in effect a statement of common law 
principles which has back of it not only the authority of its learned 
draftsman, Mr. Lewis, but that of the entire body of commissioners 
by whom it was approved. The definition is as follows: 


“ A partnership is an association of two or more persons to carry on as 
co-owners a business for profit.” + 


A partnership, then, contains three essential elements. There 
must be a business; that business must be carried on by two or 
more persons; and those persons must be the owners of the busi- 





1 See the statement of Jessel, M. R., in Pooley v. Driver, 5 Ch. D. 458, 471 
(1876). 

2 See 7 UntForm Laws Annotatep, Uniform Partnership Act (Supp. 1925). 

3 See Lewis, The Uniform Partnership Act —A Reply to Mr. Crane’s Criticism 
(1915) 29 Harv. L. Rev. 158, 291. For common law definitions, see GirmorE, 
PARTNERSHIP (1910) § 1; LinpDLEY, PARTNERSHIP (2d Am. ed. 1888) 3. 

4 Unirorm PartNersHiP ACT, § 6 (1). 
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ness so carried on. The first two points are common learning, but 
the third one, the conception of the business carried on by the 
partners as the subject of ownership —like land or chattels — 
although by no means novel, is somewhat less familiar, it having 
been customary rather to speak of a partnership as a business car- 
ried on in common’ or by joint principals* or by persons who 
are at once principals and agents.’ While it is apparent from a 
discussion of the Act by its draftsman, Mr. Lewis,* that the defini- 
tion was intended merely as an accurate statement of the pre- 
existing law, the use of the word “ co-owners ”’ does have the dis- 
tinct advantage that it serves more clearly than other forms of 
expression to differentiate partners from other persons who are 
connected in some way with the carrying on of a business, and to 
indicate the reason why partners are treated as principals with 
reference to partnership affairs. It has the further merit that it 
uses language in harmony with the modern conception of business 
as property, which has become familiar through the recent devel- 
opment of the law of good will,® the law of strikes, boycotts, and 
unfair competition,”° and the scope that has been given to the word 
“property ” in constitutional law.** 


CaN THERE BE AN OWNERLESS BUSINESS? 


The phrase is, moreover, important in that it suggests the query 
whether, if partnership is a business owned by two or more per- 
sons, it does not necessarily follow that the only businesses which 
are not partnerships are those owned by one person alone, whether 
natural or artificial, so that a decision that no one person, indi- 
vidual or corporate, is the owner of a particular business is neces- 
sarily a decision that the business is carried on by a partnership. 
No doubt, tangible objects which are capable of becoming prop- 





5 See Pottock, Dicest oF THE LAW OF PARTNERSHIP (roth ed. 1915) 4; and the 
English Partnership Act, (1890) 53 & 54 Vict. c. 39, §1 (1). 

6 See Drxon, PARTNERSHIP. (1866) 1. 

7 Gray, J., in Karrick v. Hannaman, 168 U. S. 328, 334 (1897). 

8 See note 3 supra. 

® Howard v. Taylor, 90 Ala. 241, 8 So. 36 (1890). 

10 Duplex Printing Press v. Deering, 254 U. S. 443, 445 (1921); International 
News Service v. Associated Press, 248 U. S. 215, 236 (1918). 

11 Truax v. Corrigan, 257 U. S. 312, 327 (1921). 
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erty may exist without belonging to anyone; but once we have 
conceived of a business as the subject-matter of ownership, the 
conception of a particular business as existing without an owner 
is scarcely permissible. Business cannot, like land or chattels, 
exist without human agency. It must be carried on by some one 
and some one must be entitled to the benefits accruing from it. 

It is true, however, that this conception of business as some- 
thing owned, implicit though it may be in the earlier cases, is in 
its explicit formulation a comparatively recent development. It 
should not surprise us, therefore, if we find that there are certain 
doctrines which have become imbedded in the law that seem, at 
least at first sight, somewhat difficult to reconcile with it. For 
example, it occasionally happens that A is engaged in carrying on 
a business in the name of B without any authority from B for so 
doing. In such a case the business clearly does not belong to B, 
and while it may be possible to say that it belongs to A, we shall, 
if we say this, be forced to reckon with the cases which hold that 
inasmuch as A purported to act as B’s agent, he is to be regarded 
not as a principal but rather as a professed agent who has made a 
false warranty of his authority.” If, however, as is submitted to 
be the case, the true basis for the rule of law holding an undis- 
closed principal liable to third persons is that such a principal is 
the owner of the enterprise, it would seem that the purported 
agent who has no principal behind him might likewise be regarded 
as the owner and liable as such. Nor is it at all clear that the 
courts would not in fact so regard him. In the ordinary case in 
which a purported agent is held to be liable only on the ground of 
breach of warranty, the “ agent” is not a person who has inten- 
tionally carried on business for his own benefit in the name of an- 
other, but one who has intended to contract on behalf of another, 
being either mistaken as to the existence of his authority so to do 
or assuming that his act will be ratified. There are cases which 
would seem to indicate that where the business is in fact the 
“ agent’s”” own and the name of the principal merely used as a 
blind, the agent will be liable on the contract.* Moreover, even if 





12 The weight of authority supports this view although there are cases holding 
the purported agent liable on the contract. Mrecuem, AGENcy (2d ed. 1925) § 1395. 

13 See Seavey, The Rationale of Agency (1920) 29 YALE L. J. 850, 870. 

14 See MEcHEM, AGENCY, § 1403. 
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this is not the law, it does not follow that because an exceptional 
situation has been dealt with by the adoption of a special rule, and 
one which grew up before the conception of a business as the sub- 
ject of ownership had been fully developed, the theory that all 
businesses have owners who are as such subject to the liabilities 
of ownership is not a sound one. 

There is, however, one other situation in which this simple con- 
ception of business as something owned is complicated by another 
legal doctrine — the situation in which a business is carried on by 
one or more trustees, who are the legal owners of the assets and 
carry on business with them for the benefit of other persons who 
are the equitable owners of those assets. Assuming for the pres- 
ent that it is the trustee or trustees who are treated by the law as 
the persons subject to the liabilities which arise from the conduct 
of the business — a point which we shali have occasion to examine 
later — there would appear to be no doubt that the trustees must 
be regarded as the legal owners of the enterprise. On the other 
hand, since the cestuis que trust are the persons beneficially en- 
titled to the proceeds of the business in the same manner in which 
they would be beneficially entitled to the income of the trust if the 
trust were not engaged in business, it would seem proper to refer 
to them as the equitable owners of the business.** Such possible 
division of ownership of a business into legal and equitable owner- 
ship does not, however, affect our general theory that, with the 
possible exception of the special case where a business is conducted 
by a supposed agent without authority from his supposed princi- 
pal, every business has an owner or owners. 


THE STOCKHOLDERS’ RELATION TO THE ENTERPRISE 


In addition to defining partnership as co-ownership of a busi- 
ness, the Uniform Partnership Act contains in Section 7 certain 
supplementary rules for determining whether a partnership exists. 
Only those included in the fourth subsection thereof are important 
for our present purpose: 





15 On the other hand, the beneficiary of a constructive trust is not, in reality, an 
Owner even in equity. Such a trust is not a substantive institution but merely a — 
remedy. See Pound, The Progress of the Law — Equity (1920) 33 Harv. L. Rev. 
420. 
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(4) The receipt by a person of a share of the profits of a business is 
prima facie evidence that he is a partner in the business, but no such in- 
ference shall be drawn if such profits were received in payment: 


(a) As a debt by installments or otherwise, 

(b) As wages of an employee or rent to a landlord, 

(c) As an annuity to a widow or representative of a deceased part- 
ner, 

(d) As interest on a loan, though the amount of payment vary with 
the profits of the business, 

(e) As the consideration for the sale of the good-will of a business 
or other property by installments or otherwise.” ** 


It follows from this subsection that if the stockholders in a defec- 
tive corporation share the profits derived from the business carried 
on in the name of such legally non-existent body, there is a pre- 
sumption in favor of treating such stockholders as members of a 
firm. Do they, then, share such profits? 

Assuming that they had a bona fide intention of becoming in- 
corporated and that they were familiar with the legal effect of 
incorporation, they have taken shares in a business enterprise, 
on the understanding that the profits of that enterprise are to be re- 
garded as belonging in the first instance, insofar at least as the legal 
fiction of corporate personality is to be taken seriously, to an arti- 
ficial body, but that this artificial body is not to retain the profits 
indefinitely, but is to distribute them from time to time to the 
stockholders in the form of dividends, and is ultimately, whenever 
the enterprise comes to an end, to divide the remaining assets, in- 
cluding any undistributed profits, among these same stockholders. 
Owing to the failure of the plan of incorporation, this legal theory, 
upon which the stockholders may be presumed to have relied, has 
broken down. That the stockholders have supplied the capital for 
the enterprise is, however, no legal theory but a very substantial 
fact; that they have supplied this capital in the expectation that 
the profits derived therefrom would ultimately be theirs is also a 
fact; and it is a further fact that the business has been carried on 
(at least in the case where all the parties connected therewith are 
ignorant of the fact that incorporation has not been attained) on 
the assumption by the persons concerned therewith that the 





16 UNIFORM PARTNERSHIP ACT, § 7 (4). 
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profits, except insofar as they may be wiped out by later losses, 
are to gosooner or later to the stockholders, and are not to belong 
in the meantime to any person of whose existence the law takes 
cognizance. The rights of the stockholders and their legal status 
are so interwoven that it is difficult, if not impossible, to determine 
their rights with accuracy unless we first determine their legal 
status — a thing which we are not yet in a position to do. Never- 
theless, that they are in some capacity or other entitled to share 
in the profits of the enterprise scarcely admits of doubt. 

Being profit sharers, the stockholders are thus presumptively 
partners according to Section 7 of the Uniform Act. The pre- 
sumption that they are such would indeed, as that section indi- 
cates, be rebutted if it could be shown that they shared profits as 
creditors, employees, landlords, annuitants, or sellers. That stock- 
holders in a defective corporation are not as such employees, land- 
lords, or annuitants, is, however, too clear for argument; nor are 
they, at any rate where their stock is paid for in cash, sellers; nor 
are they creditors, since there is no person in existence who has 
agreed to pay them anything. 

There is, however, as has previously been intimated, at least one 
relationship other than those referred to in the subsection in which 
one may share the profits of a business without becoming a partner 
therein — that of beneficiary of atrust. Until recently this device 
of a trusteeship has normally been used as a method of holding 
property rather than as a method of conducting an active business. 
But there has never been any doubt that a trustee could be author- 
ized to employ the trust assets in business.’ Nor has it ever been 
suggested that, in the case of a trust not engaged in business, the 
fact that the beneficiaries were themselves the creators of the trust 
is any reason for imposing liability on them.** If, then, we com- 
bine the last two propositions, it follows that a trust can be or- 
ganized for the purpose of carrying on a business and organized 
by the very people who invest their money in that business, with- 
out the latter incurring any liability for the debts of the business. 





17 Thus a testamentary trustee may be authorized by the will to engage in busi- 
ness with the trust assets. Jn re Crowther, [1895] 2 Ch. 56; Mason v. Pomeroy, 
151 Mass. 164, 24 N. E, 202 (1890). 

18 For a case holding that the settlor-beneficiary is not liable, see Falardeau v. 
Boston Art Students’ Ass’n, 182 Mass. 405, 65 N. E. 797 (1903). 
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Although some courts and legal writers *® have balked at this 
attempt to use the trust as a means of investing in business enter- 
prises without incurring either the pains or penalties of partner- 
ship or the lesser, but at times unpleasant pains and penalties of 
incorporation, the majority of courts have held that there is no 
ground of policy sufficient to justify them in refusing to recognize 
the logical application of trust principles to the law of business 
associations, provided that the trustees are, by the trust instru- 
ment which forms the constitution of such association, made sub- 
stantially independent of the shareholders with regard to the con- 
duct of the enterprise.”° 

If we compare the business trust with the invalid corporation, 
we see at once that there are certain resemblances between them. 
Both are conducted by managers — in the one case, trustees; in 
the other, directors — who are not as such beneficially interested 
in the business. Both are supplied with capital by investors who 
are, and agree to remain, largely inactive, and who do not in either 
case, as a general rule, expect to incur any partnership liability. 
There is, nevertheless, at least one equally obvious difference be- 
tween the two types of organization, and that is that the directors 
of the invalid corporation are not vested with title to the assets 
used in the business. Where title to the assets supposed to belong 
to a corporation which turns out to be so defective as to be legally 
non-existent actually is, may be difficult to determine. Wherever 
it may be, however, it is not in the directors. The assets of the 
supposed corporation have come either from the shareholders or 
from outsiders who have delivered property in the belief that the 





19 The Texas courts have held that shareholders in a business trust are neces- 
sarily partners. Thompson v. Schmitt, 274 S. W. 554 (Tex. 1925) ; Harvey Co. v. 
Braden, 260 S. W. 655 (Tex. Civ. App. 1924). The same result has been reached in 
Louisiana, a civil law jurisdiction in which trusts are unknown. Bank of Shreve- 
port v. Reclamation Oil Producing Ass’n, 156 La. 652, 101 So. 10 (1924). The 
Washington court has held business trusts to be illegal in that state. State v. 
Hinkle, 126 Wash. 581, 219 Pac. 41 (1923). See also William W. Cook, The Mys- 
terious Massachusetts Trust (1923) 9 A. B. A. J. 763, 765. 

20 Williams v. Milton, 215 Mass. 1, 102 N. E. 355 (1913); R. I. Hospital Trust 
Co. v. Copeland, 39 R. I. 193, 98 Atl. 273 (1916) ; Crehan v. Megargel, 234 N. Y. 
67, 136 N. E. 296 (1922); Betts v. Hackathorn, 159 Ark. 621, 252 S. W. 602 (1923). 
See also Crocker v. Malley, 249 U. S. 223 (1919); Home Lumber Co. v. State 
Charter Board, 107 Kan. 153, 190 Pac. 601 (1920); Kramer & Co. v. Cummings, 
225 Ill. App. 26 (1922) ; Marchulonis v. Adams, 97 W. Va. 517, 125 S. E. 340 (1924). 
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corporation was acquiring title to it. Neither the shareholders nor 
these outsiders intended to vest any title or interest of any sort in 
this property in the directors, nor did the latter intend to acquire 
any. 

The directors, then, are not trustees. It might, however, be 
argued that inasmuch as the trust cases show that the trustees’ 
legal title is not sufficient to prevent the shareholder-beneficiaries 
in business trusts from being owners thereof, unless the trustees 
are independent of the shareholders in the management of the 
business, it is the independence of the trustees rather than their 
legal title which makes them, and them alone, the principals in the 
enterprise; and that if it can be shown that the directors of a de- 
fective corporation are substantially independent, their lack of 
legal title ought not to deter us from treating them as owners. 
Such a suggestion, though novel, is perhaps worthy of a moment’s 
consideration. The directors of a defective corporation do not 
have title but they do have powers. One who has power conferred 
upon him by another is generally an agent of that other and hence 
is not an owner. There are, nevertheless, certain powers, as, for 
example, a power conferred by will by A upon B to divide A’s 
property among A’s descendants, in the exercise of which the 
holder of the power cannot possibly be an agent of anybody, and 
so must be a principal. Where, however, a power is derived from 
those for whose benefit it is to be exercised — and any power which 
the directors in an invalid corporation may have must come from 
the stockholders — it seems always to have been assumed that the 
donee of such power is an agent of the donor and cannot be any- 
thing else. Thus, for example, in dealing with cases in which a 
business has been organized on the plan of having it conducted by 
managers for the benefit of the persons who have invested their 
money therein, there being no attempt to incorporate or to make 
the managers trustees, it has been assumed without question that 
the managers are agents and the shareholders principals, and this 
without inquiry as to the extent to which it is understood that the 
latter might control the former." Even in the case of the New 





21 Carter v. McClure, 98 Tenn. tog, 38 S. W. 585 (1897) (directors and one 
stockholder “to have full control”); Roller v. Madison, 172 Ky. 693, 189 S. W. 
914 (1916); Wadsworth v. Duncan, 164 Ill. 360, 45 N. E. 132 (1896); Ashley v. 
Dowling, 203 Mass. 311, 89 N. E. 434 (1909) (business conducted through a sales- 
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York joint stock association where the statute provides that the 
articles shall “ prescribe the number of its directors, not less than 
three, to have the sole management of its affairs ” °* — language 
substantially similar to that which has been held to clothe direc- 
tors of lawfully formed corporations with a substantial amount of 
independence ** — there has been no hesitation in holding that the 
managers are agents and the shareholders principals and partners, 
and this not by virtue of the statute but of the common law.** The 
suggestion that the directors of an invalid corporation are legally 
its owners is thus too inconsistent with orthodox conceptions to be 
acceptable. 


Tue De Facro DOCTRINE INAPPLICABLE 


There is, however, at least one possible alternative which may 
be considered before we are justified in assuming that a defective 
corporation must be either a partnership or a sort of legal waif. 
There is no doubt that under some circumstances and for some 
purposes, it will be considered a de facto corporation, whose right 


to be such cannot be attacked collaterally, but only in a direct 
proceeding brought by the state for that purpose.”® According to 
this view, its stockholders run no risk of being subjected to part- 
nership liability, for they could not be subjected thereto except by 
permitting the corporateness of their enterprise to be denied col- 
laterally, and that is exactly what the de facto doctrine forbids. 
This de facto doctrine is, however, generally applied only to 





man under the supervision of an executive committee) ; Davison v. Holden, 55 Conn. 
103, 10 Atl. 515 (1887) ; McFadden v. Leeka, 48 Ohio St. 513, 28 N. E. 874 (1891). 

22 N. Y. Gen. Ass’ns Law, § 3. 

23 “ The affairs of every corporation shall be managed by its board of directors. 
N. Y. Gen. Corp. Law, § 34. 

The New York court has repeatedly said that under this statute the directors are 
independent of the stockholders. People ex rel. Manice v. Powell, 201 N. Y. 104, 
04 N. E. 634 (1911) ; Pollitz v. Wabash R. R., 207 N. Y. 113, 100 N. E. 721 (1912) ; 
Manson v. Curtis, 223 N. Y. 313, 119 N. E. 559 (1918). 

24 See People ex rel. Nat. Exp. Co. v. Coleman, 133 N. Y. 279, 31 N. E. 96 
(1892). 

25 For language to this effect in the decisions, see New Orleans Redemption Co. 
v. Louisiana, 180 U. S. 320, 328 (1901); Doty v. Patterson, 155 Ind. 60, 64, 56 
N. E. 668, 669 (1900) ; Society Perun v. Cleveland, 43 Ohio St. 481, 3 N. E. 357 
(1885), and many other cases. See also Carpenter, De Facto Corporations (1912) 
25 Harv. L. Rev. 623; FLetcHer, CycLopepiA OF CORPORATIONS (1917) § 274. 


”» 
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certain types of associations, the requisites for a de facto corpora- 
tion being stated by the United States Supreme Court as follows: 
“ (1) a charter or general law under which such a corporation as 
it purports to be might lawfully be organized; (2) an attempt to 
organize thereunder; and (3) actual user of the corporate fran- 
chise.” *° Even where these requirements are fulfilled, some courts 
have given a more restricted scope to the de facto doctrine,” either 
refusing to apply it where there have been no dealings on a cor- 
porate basis ** or holding that it is ineffectual to shield the asso- 
ciates from personal liability and that its proper application is 
limited to suits by or against the de facto corporation.”° 

The exact scope of the doctrine does not, however, for the mo- 
ment vitally concern us. Whatever its limits may be, it is uni- 
versally assumed that it does have limits and that once those limits 
are passed the organization will not be treated as a corporation, 
at least as against persons who have not dealt with it as such.*° It 
is true, of course, that what the courts do is of far more importance 
than what they say; and if we find that the courts, although vigor- 
ously asserting that a certain body is not a corporation de jure or 


de facto, give the stockholders the same rights and immunities as 





26 Tulane Irrigation Dist. v. Shepard, 185 U. S. 1, 13 (1902). 

27 See MACHEN, CorporaATIons (1908) § 285; E. H. Warren, Collateral Attack on 
Incorporation (1907) 20 Harv. L. REv. 456, 464. 

28 See MacHEN, CorPoRATIONS, § 291. In many cases involving de facto cor- 
porations, there had been dealings on a corporate basis and the court has pointed 
this out without making clear how far this was regarded as material. See, e.g., 
Snider’s Sons’ Co. v. Troy, 91 Ala. 224, 8 So. 658 (1890) ; Inter-Ocean Newspaper 
Co. v. Robertson, 296 Ill. 92, 129 N. E. 523 (1920). The weight of authority is, 
however, as above stated, that no dealings on a corporate basis are necessary in 
order to make the de facto doctrine applicable. Society Perun v. Cleveland, supra 
note 25; East Norway Church v. Froislie, 37 Minn. 447, 35 N. W. 260 (1887); 
Haas v. Bank of Commerce, 41 Neb. 754, 60 N. W. 85 (1894) ; Newcomb-Endicott 
Co. v. Fee, 167 Mich. 574, 133 N. W. 540 (1911) ; Coox, Corporations (8th ed. 
1923) § 637; MACHEN, CorPorATIONS, §§ 284, 2901. 

29 Bigelow v. Gregory, 73 Ill. 197 (1874) ; Richardson Fueling Co. v. Seymour, 
235 Ill. 319, 85 N. E. 496 (1908). See also Loverin v. McLaughlin, 161 Ill. 417, 44 
N. E. 99 (1896). In Inter-Ocean Newspaper Co. v. Robertson, supra note 28, the 
language used in these cases was brushed aside as dicta. 

30 See, e.g., Davis v. Stevens, 104 Fed. 235 (D. S. D. 1900); Harrill v. Davis, 
168 Fed. 187 (C. C. A. 8th, 1909) ; McLennan v. Hopkins, 2 Kan. App. 260, 41 Pac. 
1061 (1895) ; Abbott v. Omaha Smelting, etc. Co., 4 Neb. 416 (1876) ; H. J. Hughes 
Co. v. Farmers Union Produce Co., 110 Neb. 736, 194 N. W. 872 (1923), in which 
the invalid corporations in question were held to be too defective to have even a de 
facto existence. 
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if it were a de facto corporation, and if we further are unable 
to find any other theory on which these rights and immunities can 
be supported, we may be justified in saying that the courts have 
in reality done what they insist that they are unwilling to do, and 
have treated the organization as a de facto corporation. We shall, 
however, for our present purposes take the courts at their word 
and assume that there are corporations so defective that they will 
not be judicially recognized as being corporations in any sense. 


OBJECTIONS TO REGARDING THE STOCKHOLDERS AS PARTNERS, 
AND ANSWERS THERETO 


If, then, associations so defectively organized are not corpora- 
tions, is it possible to escape the conclusion that the members 
thereof are partners? We have already seen that they are prima 
facie partners by reason of the fact that they share profits, and 
that there are apparently insuperable difficulties to placing them 
in any other category. It may, however, be argued that the situa- 
tion is unusual and that unusual situations sometimes call for ex- 
ceptions to ordinary rules—that the objections to treating the 
stockholders as partners are so serious that we ought not to hold 
them to be such, even though as a result we may leave them with- 
out any clearly defined status, and leave the enterprise in the 
extraordinary position of being ownerless. Such seems to be in 
substance the contention of those judges and learned writers who 
insist that stockholders are not partners. In order to deal with 
such a contention, it will be necessary to examine the objections 
which have been or might be made to regarding the stockholders 
as partners. 


(a) The contention that the enterprise is abortive 


It might be urged on behalf of the stockholders that they author- 
ized the directors to use their contributions in the conduct of the 
business only if proper steps were taken for forming a corporation; 
that since such steps have not been taken the enterprise is, from 
their standpoint, abortive; ** and that, such being the case, they are 





81 This is the view taken in Fay v. Noble, 7 Cush. 188 (Mass. 1851), the leading 
case denying that the enterprise is a partnership. 
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entitled to a return of their contributions with such profits as have 
been derived from their unauthorized employment in the business, 
but are not partners any more than one whose property has been 
taken by a converter and used in business by him is a partner with 
the wrongdoer. 

Where the alleged stockholder subscribed knowing that incor- 
poration had not yet been attained and on the understanding that 
it would be attained, it can fairly be said that his subscription was 
conditional on de jure incorporation being secured. Since it was 
never secured, the promoter had no authority to engage in business 
on behalf of the subscriber unless the latter had taken some action 
which could properly be regarded as a ratification of the pro- 
moter’s action in engaging in business without validly incorporat- 
ing the enterprise. 

Frequently, however, the situation is a very different one. The 
corporation was organized and supposedly incorporated before the 
present stockholders subscribed, and at the time that they bought 
their stock the enterprise was already a going concern with officers 
and directors. Belief that the enterprise was incorporated may 
have induced these subscriptions, but they were unconditional.* 
It would seem reasonably clear that under such circumstances the 
stockholders have, notwithstanding their mistake as to the legal 
character of the organization, authorized its officers and directors 
to use the stockholders’ money in its business. It may be that the 
stockholders’ mistake would, if no rights of third persons inter- 
vened, authorize them on discovery of it to rescind the transaction. 
Complete rescission will, however, in many cases be impossible 
unless there is someone whose ,duty it is to restore the original 
status quo irrespective of the actual fortunes of the business. 
Where, as might well be the case, the original promoter has sold 
out and disappeared and the association is composed entirely of 
innocent stockholders and officers, no one of whom has ever under- 





82 The distinction here suggested is similar to one made by the courts in the 
case of de facto corporations. One who subscribes to stock prior to incorporation is 
not liable on his subscription if only a de facto corporation is formed, as his sub- 
scription is deemed to have been conditional on the formation of a de jure corpora- 
tion. FLercHer, op. cit. supra note 25, § 587. On the other hand one who sub- 
scribes after the corporation has been organized and begun business is liable on his 
subscription even though it later turns out that, unknown to him, only a de facto 
corporation had been created. Ibid. § 586. 
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taken any responsibility for its due incorporation, it would seem 
clear that there is no such person, with the result that the risk of 
loss through depletion of the assets as well as the possibility of 
gain is in the stockholders. If we thus admit that the risks of the 
business are borne by the stockholders, we cannot at the same time 
treat the enterprise as one conducted by unauthorized agents. 


(b) The contention that the stockholders did not intend to 
be partners 


This argument points out that the stockholders had no intention 
to become partners, and asserts that since Cox v. Hickman * the 
existence of a partnership is a matter of intention. The statement 
that partnership is a matter of intention is one, however, that re- 
quires careful analysis before it can be accepted. If it means that 
no one can be a partner unless he realizes that the courts would 
call him such, or unless he expects to incur partnership liability, 
the weight of authority and reason are overwhelmingly against 
such a proposition.** When one has contracted for and obtained 
proprietary rights over a business, he is an owner thereof, whether 
he realizes it or not. If he is one of several owners, he is -by defi- 
nition a partner. 

It may, however, be argued that the stockholders in a defective 
corporation did not contract for proprietary rights. It is, of 
course, commonly said that a corporation is a legal entity which 
is distinct from its members and holds title to the assets and owns 
the business, while a partnership is simply a collection of indi- 
vidual owners. Since the stockholders in a defective corporation 
normally suppose that the corporation lawfully exists, the proposi- 
tion that they did not intend to be proprietors of the business 
would seem to be established. Nevertheless, it is submitted that 
the argument gives to the theory that a corporation is a legal en- 
tity, while a partnership is not, an importance entirely dispropor- 
tionate to the weight which is in fact given to the so-called corpor- 
ate fiction doctrine in the law of today. 


s. 





83 8 H. L. Cas. 268 (1860). 

84 Pooley v. Driver, supra note 1; Duryea v. Whitcomb, 31 Vt. 395 (1858); 
Spaulding v. Stubbings, 86 Wis. 255, 56 N. W. 469 (1893) ; Bacon v. Christian, 184 
Ind. 517, 111 N. E. 628 (1916). See Beecher v. Bush, 45 Mich. 188, 7 N. W. 785 
(1881) ; Williams v. Milton, supra note 20. 
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It was once common to speak of the act of incorporation as 
possessing a kind of magic power of endowing an invisible and 
intangible being with legal life, so that the many to whom a cor- 
porate charter had been granted became mystically one,** while 
those to whom no such privilege had been granted remained many 
—an aggregate and not a unit. Such modes of thinking have, 
however, come to be regarded as largely obsolete. We have come 
to recognize that corporations and partnerships are simply two 
alternate forms in which a business may be carried on for the 
benefit of a group of human beings with funds contributed by them 
or by their predecessors.*® In cases in which the group have ob- 
tained a legislative charter — where they are, as we say, a de jure 
corporation — our courts normally treat the business as conducted 
for the group by a distinct legal entity. Even here, however, the 
modern decisions recognize that this entity theory is merely a con- 
venient way of conceiving what are, in fact, the activities of certain 





85 See, e.g., the well known definition of Marshall, C. J.: “ A corporation is an 
artificial being, invisible, intangible, and existing only in contemplation of law.” 
Dartmouth College v. Woodward, 4 Wheat. 518, 636 (U. S. 1819). 

36 The question of the nature of a corporation has been much discussed of late 
both in England and in this country. While much of the discussion assumes that 
there are only two alternative theories, the problem is in reality more complicated. 
There is in the first place the controversy between those who believe that group- 
personality is a reality and those who deem it a fiction, and hence regard a cor- 
poration as a mere collective name for the individuals who compose it. In addition 
there is the divergence, not always clearly perceived, between the adherents of both 
these theories and the followers of the canonists and of Savigny, who, instead of con- 
ceiving of a corporation as a group-person and then discussing whether a group- 
person is many or one, look at the corporation from the standpoint of its legal 
privileges rather than of its activities and speak of it as a state institution, or, where 
it is created for private advantage, as a concession or franchise. See MAIrTLanp, 
InTRODUCTION TO GIERKE’s PoLITICAL THEORIES OF THE MippLe AGES (1900) xxiv, 
xxx, xxxi. Both those who regard the corporate unity as a reality and those who 
regard it as a figure of speech may unite in insisting that it is not essentially different 
from a partnership, the one group treating both as entities and the other treating 
both as aggregates. ‘‘ We may assume further, in accordance with a favorite specu- 
lation of these days, that philosophically a partnership and a corporation illustrate 
a single principle, and even that the certificate of a share in one represents property 
in very nearly the same sense as does a share in the other.” Holmes, J., in Mer- 
chants’ Nat. Bank v. Wehrmann, 202 U. S. 295, 300 (1906). See Hohfeld, Nature 
of Stockholders’ Individual Liability for Corporation Debts (1909) 9 Cor. L. REv. 
285, 288 (viewing a corporation as an aggregation of individuals, like a partnership) ; 
Laski, The Personality of Associations (1916) 29 Harv. L. Rev. 404 (viewing part- 
nerships and other unincorporated bodies as entities similar to corporations). See 
also Machen, Corporate Personality (1911) 24 Harv. L. Rev. 253, 347, 361. 
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human beings, and where justice seems to require it, they do not 
hesitate to throw the entity theory overboard, disregarding, as 
they say, the corporate fiction.*’ On the other hand, even where 
no legislative sanction exists for regarding the group as an entity, 
the courts will, nevertheless, so treat it, at least for many purposes, 
provided certain facts, called the requisites for a de facto corpora- 
tion, exist. Even though these requisites do not exist, most courts 
will, to some extent, treat the group as an entity as between parties 
who have acted on the assumption that there is a corporation.® 
Finally, even where the group is clearly nothing more than an 
ordinary partnership, many courts do not hesitate to treat it as an 
entity in cases in which matters of substance rather than of formal 
procedure are involved;** and the original draft of the Uniform 
Partnership Act, without radically changing the substantial rights 
and duties of partners, expressly stated that the firm was to be 
regarded as a legal entity.*° It is doubtless true that most of us 
still give lip service to the doctrine that a corporation is a unit, and 
a group without a charter an aggregate, but the distinction has 
become too thin to be any longer regarded as fundamental. 

Moreover, in the present case we are dealing with a situation in 
which, by hypothesis, no corporate entity exists. Hence the at- 
tempt to make this entity the owner of the business has failed. 
And yet it is difficult to escape from the conclusion that the busi- 
ness must have an owner. If it should on further investigation 
appear that the stockholders have secured for themselves the sub- 
stantial rights of ownership, it would seem that the ownership is 
in them even though they may have supposed that it would be 
treated by the law as being in an artificial person, which, as it 
turns out, the law does not recognize as existing. 


(c) The contention that the stockholders do not have the rights 
of partners 

The real problem is not, then, this metaphysical juggling with 

such concepts as legal entities and artificial personalities, but the 


87 See Canfield, The Scope and Limits of the Corporate Entity Theory (1917) 
17 Cor. L. Rev. 128; A. A. Ballantine, Corporate Personality in Income Taxation 
(1921) 34 Harv. L. Rev. 573; Ricnarps, Cases oN CorporaTIONs (2d ed. 1924) 
68 n. 

88 See Fletcher, op. cit. supra note 25, c. 11, “ Corporations by Estoppel.” 

39 See Crane, The Uniform Partnership Act —A Criticism (1915) 28 Harv. L. 
Rev. 762, 766, and cases cited. 40 See Lewis, supra note 3, at 164. 
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. determination of what the substantial rights of the stockholders 
are in the case with which we are dealing, and whether it be true, 
as has sometimes been contended, that these rights are materially 
different from those possessed by partners. The more important 
rights possessed by a member of an ordinary partnership are the 

right to share in profits, the right of co-ownership of specific part- 
nership property, the privilege of sharing in the management and 
control of the enterprise, the power to act and the privilege of act- 
ing as agent for the firm, the privilege of choosing his associates 


and the power to prevent his partners from bringing outsiders . 

into the firm without his consent, the right to demand that his 

co-partners conduct themselves in a manner appropriate to fidu- 

ciaries, and the right of contribution in case of payments made 

on the partnership account or of losses of capital. It must, how- 

, ever, be borne in mind that many of these rights may by agreement : 


between the partners be curtailed or even done away with alto- 
gether without preventing the association from being a partner- 


3 ship. How far this can be done will be discussed hereafter in 
dealing with each of the rights in question. 
1 To what extent are the rights above enumerated possessed by 


: stockholders in a defective corporation? Assuming that the cor- 

poration, although defective, has proceeded far enough so that 
‘ articles of incorporation have been drawn up, it would seem plain 
that these articles, although failing to take effect as such, are none 
the less effectual as an agreement between the stockholders in 
pursuance of which the enterprise is being carried on, and in 
accordance with which, so far as possible, the rights of the stock- 
holders ought to be determined. It would seem further that since 
these articles were drafted on the understanding that the enter- 
; prise was to be incorporated, and since the stockholders have left 

their contributions in the common fund in the belief that a cor- 

poration exists, the articles should, as far as possible, be construed 


> we 





1 ne ‘ . 

i as though the provisions of the corporation law were read into 
them.** It may be that the fact that the stockholders are pro- 
41“... every body connected with the United States Company contemplated 
) the formation of a corporation. ... It is but equitable, therefore, that the rights 


of the stockholders or members of the unincorporated association as between them- 
selves should be governed by the terms and conditions and limitations set forth in 
'. the paper which they believed and understood to be a charter, that is to say, upon 
the articles, conditions and provisions therein set forth ‘and subject in all par- 
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ceeding under a mistake as to the validity of their corporation 
should cause us in some respects to depart from this method of 
determining their rights. In general, however, the rights of per- 
sons whose relations are contractual depend upon their intent, and 
it can fairly be said that in the present case the stockholders in- 
tended to obtain such rights as the articles, construed in the light 
of the corporation law, would give them. It is true that their 
intention cannot be fully carried out, but that is no reason for not 
carrying out as much of it as is possible without doing violence 
to settled legal principles. 

Taking this view of the case, there can be little doubt that, as 
previously stated, the stockholders have the right to share profits. 
It is true that their right so to do would, if the enterprise had been 
validly incorporated, have been subject to the discretion which the 
corporation law reserves to directors to determine to what extent 
profits should be divided immediately and to what extent they 
should be reserved for future distribution.** But granting that 
the right of a stockholder in a defective corporation to share in the 
profits is subject to this discretionary power of the directors to 
postpone distribution, it is plain that this limitation of the stock- 
holder’s rights in no way militates against the contention that the 
stockholder shares profits as a partner. The directors of the New 
York joint stock association have a similar discretion with regard 
to dividends,** and yet the shareholders in such association are 
partners, and it is not the New York joint stock association statute 
but the common law of New York that makes them so.** 

What of the ownership of the property of a defective corpora- 
tion? It should be borne in mind in this connection that it is the 





ticulars to the limitations relating to corporations’ formed under the general laws 
of this State.” Cannon v. Brush Elec. Co., 96 Md. 446, 470, 54 Atl. 121, 130 (1903). 

42 It is of course a logical consequence of distinguishing between a corporation 
and a partnership by treating the former as an entity and the latter as an aggregate 
that, quite apart from the discretion which the directors have to withhold dividends, 
stockholders do not share profits in the sense in which partners do, since corporate 
profits belong to the corporation until divided while partnership profits belong to 
the members of the firm. It is, however, the whole point of this discussion that 
it is the substantial character of the rights of shareholders and partners, and not 
abstract ideas about their rights, derived from the entity theory or its opposite, 
which are of real importance. 

43 See Colton v. Raymond, 41 Misc. 580, 85 N. Y. Supp. 210 (1903), aff’d, 114 
App. Div. 911, 100 N. Y. Supp. 1111 (1906). 

44 See People ex rel. Nat. Exp. Co. v. Coleman, supra note 24. 
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equitable rather than the legal ownership which is important on 
the question of the existence of a partnership, legal ownership 
often being in one member of the firm or in a stranger. It is not 
altogether easy to determine in whom the equitable ownership of 
property erroneously supposed to belong to a defective corporation 
really is, especially when it is sought to answer the question before 
we have determined whether the stockholders in such an enter- 
prise are partners. Nevertheless, it is clear that the property 
supposed to belong to such corporation is the product, directly or 
indirectly, of the stockholders’ contributions to its capital, and 
that the latter are the ones entitled to receive in the form of divi- 
dends the profits derived from the use of such property, and are, 
subject to the payment of the debts of tue enterprise, entitled to 
receive the property itself when the enterprise is wound up. The 
attempt to vest the corporation with title having failed, the natural 
view to take of the matter would seem to be that equitable title 
at least is in the stockholders. 

Passing for a moment the question of control, which is a highly 
complicated one, let us consider next the questions of agency, 
fiduciary relationship, and choice of associates. In a recent article 
Professor Carpenter has argued that one who takes stock in a de- 
fective corporation does not contract for and consequently does 
not possess a partner’s rights with respect to these important mat- 
ters, and that accordingly such person ought not to be treated by 
the courts as a member of the partnership.*° Even if Professor 
Carpenter’s premise be granted, his conclusion does not follow 
unless the rights in question are possessed by all partners and not 
merely by most of them, and such is not the case. 

Let us consider, first, the privilege of acting as agent. While a 
partner normally has such a privilege, the partnership articles may 
provide that he is not to have it — and the articles of large partner- 
ships in which the business is carried on by trustees or managers 
generally do so provide, either expressly or by necessary implica- 
tion. It is true that a partner in an ordinary firm does have the 
power, as distinct from the privilege of acting as agent — that his 





*5 Carpenter, Are the Members of a Defectively Organized Corporation Liable 
as Partners? (1924) 8 Munn. L. Rev. 409, 420. See also Lewinsohn, Liability to 
Third Persons of Associates in Defectively Incorporated Associations (1915) 13 
Micu. L. Rev. 271, 
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actions as such will bind the firm where the other party to the 
transaction is ignorant of his agreement not to act—and that a 
stockholder in a valid corporation has no such power. It is by no 
means clear, however, that a shareholder in a large firm, conducted 
entirely by trustees or managers, has even the power of acting as 
agent.** Where he supposed that the organization was a business 
trust in the strict sense and not a partnership, it is clear that he did 
not expect to have any such power. Nevertheless, the courts are 
agreed that a shareholder in such a trust will, if he has contracted 
for certain powers of control, be treated as a partner in spite of his 
belief that he occupies a different position.*7 The decisions so 
holding establish one of two propositions: either that a man may 
be a partner, although he has no agency powers, or that a man will 
be treated as a partner and endowed with agency powers in some 
cases even though he did not intend to have such powers. Which 





46 In Spotswood v. Morris, 12 Idaho 360, 384, 85 Pac. 1094, 1102 (1906), the 
court held that the vice-president of such a partnership association, although a 
member, did not have power to bind it by contract and said that “all who have 
dealings with a joint stock company know that the authority to manage the busi- 
ness is conferred upon the directors, and that a shareholder, as such, has no power 
to contract for the company, ...” In Willis v. Greiner, 26 S. W. 858 (Tex. Civ. 
App. 1894), the court held that where authority to make contracts for such an 
association is vested by the articles in trustees, the president and secretary cannot 
bind the members by contract. It does not appear from the case whether the presi- 
dent and secretary were members, but the court said that a joint stock company 
differed from an ordinary partnership in that in the latter any member could bind 
the firm while the management of the former may be intrusted to officers or 
trustees. See also Oil Lease & Royalty Syndicate v. Beeler, 217 S. W. 1054, 1057 
(Tex. Civ. App. 1920); Appeal of Merchants’ Fund Ass’n, 136 Pa. 43, 20 Atl. 527 
(1890). 

47 A business trust is a partnership if the trustees are subject to the control of 
the certificate holders. Frost v. Thompson, 219 Mass. 360, 106 N. E. 1009 (1914) ; 
Simson v. Klipstein, 262 Fed. 823 (D. N. J. 1920). See also cases cited supra note 
20. It seems unlikely that the beneficiaries of such a trust, who do not, as a general 
rule, exercise any control, have known that they were partners until the court so 
informed them. In Frost v. Thompson, supra, it appeared that the certificates held 
by the beneficiaries stated that they represented “ non-assessable shares of stock.” 
The court recognized that this might have misled the certificate holders but held 
that, having the rights of partners, they were necessarily subject to partnership 
liability. 

In Williams v. Milton, supra note 20, at 12, 102 N. E. at 359, Loring, J., referring 
to a declaration in the indenture of trust that no partnership was created, said: 
“Tt is what the parties did in making the trust indenture that is decisive. If there 
had been doubt as to what they did, what they intended to do would have been 
a matter entitled to some consideration in determining what they did.” 
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of these propositions is law is immaterial for our present purpose, 
which is to demonstrate that the fact that one who intends to be a 
stockholder in a corporation does not intend to have the powers 
of an agent with respect to that corporation is no sufficient reason 
for refusing to treat him as a partner, if incorporation is not 
attained. 

A similar answer may be given with regard to the proposition 
that partners stand in a fiduciary relationship to each other while 
stockholders do not. Beneficiaries of a trust are not fiduciaries, 
and yet it is well settled that persons who intended to be bene- 
ficiaries of a business trust may be partners, even though they sup- 
posed that no partnership was created. This means either that the 
courts do not hesitate to impose a fiduciary relation upon them 
where they have stipulated for the substantial rights of partners,*® 
or that a partner in such a partnership is not a fiduciary. The 
same alternatives exist in the case of stockholders of defective 
corporations. 

The third proposition, that corporate shares are transferable 
but that shares in a partnership are not, is also substantially un- 
true. In many states the transfer of corporate shares may be 
restricted, to a large extent at least,*® and, conversely, shares in 
a partnership may be transferable inter vivos in the same manner 
as shares of stock in a corporation,’ except, of course, that the 
transfer does not relieve the transferor from liability for past 
debts. Although the situation existing at the death of a corporate 
stockholder may differ somewhat in theory from that which exists 
at the death of a member of a partnership having transferable 
shares, the distinction seems to be of little »-actical importance.” 





48 A partner in an association organized in the trust form was held a fiduciary 
in Howe v. Chmielinski, 237 Mass. 532, 130 N. E. 56 (1921). The same view was 
taken in McDowell v. Joice, 149 Ill. 124, 36 N. E. 1012 (1893), where, however, one 
of the defendant shareholders was a trustee and the other had taken an active part 
in purchasing the property in question for the association. 

49 In re Laun, 146 Wis. 252, 131 N. W. 366 (1911) ; State v. Caddo, etc. Co., 
141 La. 353, 75 So. 78 (1917) ; New Eng. Trust Co. v. Abbott, 162 Mass. 148, 38 
N. E. 432 (1894). See Untrorm Stock TRANSFER ACT, § 15. 

50 Hossack v. Ottawa Dev. Ass’n, 244 Ill. 274, 91 N. E. 439 (1910). See 
WRIGHTINGTON, UNINCORPORATED AssociaTiIons (2d ed. 1923) § 26. Partnerships 
with transferable shares have long been common in the mining industry. Fereday 
v. Wightwick, 1 Russ. & M. 45 (1829) ; Bissell v. Foss, 114 U. S. 252 (1885). 

51 See Phillips v. Blatchford, 137 Mass. 510 (1884) ; also WRIGHTINGTON, of. cit. 
supra note 50, § 27, and cases cited. 
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Another right previously mentioned, that of contribution, is of 
no importance for our present purpose. There are two phases of 
this right — contribution with respect to losses of capital and con- 
tribution with respect to payments made either voluntarily or in- 
voluntarily by individual partners. If shareholders are partners, 
they are undoubtedly partners who as between themselves share 
losses in the same proportion in which they contribute to capital. 
If, then, we apply the law of partnership to the situation, their 
duty to contribute to losses of capital would mean simply that, if 
the capital were impaired, what remained should in winding up 
be returned to them in proportion to their stock holdings; and such 
is undoubtedly the rule with regard to shareholders in defective 
corporations.” The question of contributions with regard to vol- 
untary payments, other than contributions to capital, is not likely 
to arise, as stockholders do not normally make such payments. 
The question of contribution as to involuntary payments can arise 
only if the stockholders are under some personal liability for the 
debts of the enterprise, which is the very question we are seeking 
to determine. There is thus nothing in the partner’s right to con- 
tribution which in any way tends to prove that the stockholders 
are not partners. 

There remains the question of control. Although less frequently 
mentioned in the decisions, there is no doubt that control-sharing 
is as much an incident of normal partnership as profit-sharing. It 
is indeed a normal incident of ownership of any sort. Ownership 
is, however, a bundle of rights, powers and privileges, and several 
of the pieces which are normally included in that bundle may be 
extracted from it without causing ownership to disappear. Thus, 
a part owner of a business may enter into an agreement with his 
co-owners which will, in large measure, do away with his privilege 
of sharing in the control and management of the enterprise with- 
out thereby ceasing to be a co-owner. Agreements by which ex- 
clusive control of some department of the business is vested in one 





52 Some courts have said that as between themselves they are estopped to deny 
incorporation, although it is doubtful how far this rule will be applied where the 
association is not a de facto corporation. But whether we treat them as partners, 
members of a corporation by estoppel, or as participants in some unclassified kind 
of enterprise, their rights on winding up must be governed by their understanding, 
which was that losses of capital should be borne by them in such proportion as the 
number of shares held by each should bear to the total number issued and out- 
standing. 
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of the partners are not uncommon.” Nor are limitations on a 
partner’s control confined to cases of that sort. Partnerships in 
which some members of the firm agree to remain inactive are so 
well known that a large body of law has grown up relating to the 
extent to which the fact that a firm contains such dormant partners 
modifies certain rules of partnership law. According to Lindley, 
one may be a partner even though he agrees that he is to have no 
control at all,°* and there are decisions which might be cited in 
support of such a proposition,” although its truth could scarcely 
be established without a careful analysis of just what we mean by 
the term “ control.” In any event, there is no doubt whatever that 
one may be a partner even though he agrees that the control which 
he may lawfully exercise shall be confined within very narrow 
limits. 

Moreover, it must be borne in mind in dealing with this question 
of control that, as has been pointed out above, the decision that 
one who shares in the profits of the business is not a partner is 
logically a decision that he occupies some other legal relationship 
to it. Where there are serious difficulties in the way of treating 
him as standing in any other relationship to the enterprise, it may 
well be that his agreement not to share in the control should not 
prevent us from treating him as a partner. On the other hand, 
where there is an alternative category in which it is possible to 
place him, and we are trying to determine whether he should be 
regarded as a partner or as a lender, employee or beneficiary, the 
element of control is undoubtedly an important consideration. 

The importance in a case of the latter sort of the factor of con- 
trol is very clearly indicated by the decisions dealing with the 
partnership liability of shareholders in a business trust. In the 
case of the business trust there are two possible candidates for 
the not wholly enviable position of owners— the trustees, who 
have legal title to the assets and are under the rules ordinarily 
applied in the law of trusts to be regarded as the principals with 
respect to dealings with outsiders; and the beneficiaries, who alone 





53 See, e.g., Haller v. Willamowicz, 23 Ark. 566 (1861) ; Merrall v. Dobbins, 169 
Pa. 480, 32 Atl. 578 (1895). 

54 LINDLEY, PARTNERSHIP, 608. 

55 See McAlpine v. Millen, 104 Minn. 289, 116 N. W. 583 (1908); Anthony v. 
Wheatons, 7 R. I. 490 (1863); Trigg v. Shelton, 249 S. W. 209 (Tex. Comm. of 
App. 1923). 
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share the profits and are thus prima facie partners and owners 
according to the law of partnership. Forced to choose between 
these rival candidates, the courts, beginning with the decision of 
the important case of Williams v. Milton,” have in the majority 
of states taken the position that the law of trusts is that which is 
presumptively to be applied,” but that this presumption is over- 
come where the shareholders have by the trust instrument reserved 
for themselves substantial powers of control over the trustees, so 
that the latter can fairly be said to be agents clothed with legal title 
rather than legal owners of the enterprise.** In the defective cor- 
poration case, on the other hand, the directors, who occupy a posi- 
tion somewhat like that of the trustees of a business trust, are, for 
reasons previously stated, believed to be ineligible as candidates 
for the position of owner, and there are no other possible candi- 
dates for this position except the stockholders. Hence the prob- 
lem is not one of how much control is necessary in order to turn 
one who would normally be regarded as occupying a status other 
than that of owner into an owner, but of whether a class of persons 
who seem to be the only possible candidates for the position of 
owner ought not to be regarded as owners if we find that they 
have little or no control. 

Nevertheless, it is submitted that the business trust cases are 
not without importance for us in this connection. If we find that 
the stockholders in a defective corporation have the privilege of 
exercising such control as would, if they were shareholders in a 
business trust, make them partners even in the teeth of a provision 
in the trust instrument itself to the effect that they should not be 
so regarded, then we have good reason for holding that they are 
partners in spite of their unsuccessful effort to incorporate their 
enterprise. On the other hand, even if we find that the control 
exercised by stockholders in a defective corporation is so limited 
that it would not make them partners if the enterprise were a busi- 
ness trust, it may be that, for the reasons above indicated, this 
limitation of their control should not exonerate them from partner- 
ship liability. 

Among the rights frequently possessed by shareholders in busi- 
ness trusts are the right to give binding directions to the trustees 
with regard to the conduct of the business, the right to remove the 





56 Supra note 20. °7 See cases cited supra note 20. 58 See supra note 47. 
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trustees at any time, the right to elect them at annual or other in- 
tervals, the right to amend the trust instrument, and the right to 
terminate the trust. Where the trust instrument confers such 
rights on the shareholders, it generally provides that they may be 
exercised by vote of a majority or some other percentage of them. 

It has been held — and no doubt correctly if control is to be the 
test of liability —that shareholders who have the unlimited right 
to give binding directions to trustees are in truth principals and 
partners, and the so-called trustees, their agents.°° With respect 
to shareholders having the power of removal, on the other hand, 
the cases are conflicting.*° Several cases have held that the right 
of election, combined with certain other rights, may be sufficient 
to make the shareholders partners;** but there seems to be no case 
holding that this right alone is sufficient to bring about that result, 
and one court has said that it is insufficient.°* It has been held in 
Massachusetts that the right to amend the trust instrument, at 
least where combined with the right of electing the trustees, neces- 
sarily creates a partnership, and the tendency of decisions else- 
where is in the same direction.** The right to terminate the trust 
is a right which rarely stands alone, and, although it has sometimes 
been referred to as one of a number of provisions which led the 
court to conclude that the shareholders were partners,® it would 
seem to be of itself of little significance. 

Let us now consider with reference to defective corporations the 
various kinds of control which in the business trust cases have been 

59 Williams v. Boston, 208 Mass. 497, 94 N. E. 808 (1911), commented on in 


Williams v. Milton, supra note 20. See also Home Lumber Co. v. State Charter 
Board, supra note 20. , 

60 This power, along with others, was held to create a partnership in Frost v. 
Thompson, supra note 47; Priestley v. Treasurer, 230 Mass. 452, 120 N. E. 100 
(1918) ; Howe v. Chmielinski, supra note 48; Neville v. Gifford, 242 Mass. 124, 136 
N. E. 160 (1922). But see R. I. Hospital Trust Co. v. Copeland, supra note 20. 

61 Dana v. Treasurer, 227 Mass. 562, 116 N.-E. 941 (1917). In Rand v. Morse, 
289 Fed. 339 (C. C. A. 8th, 1923), the court held that the shareholders in a trust had 
such control as to make them partners. The only powers referred to by the court 
are power to elect and power to terminate the trust. 

62 Home Lumber Co. v. State Charter Board, supra note 20. 

63 Williams v. Boston, supra note 59; Frost v. Thompson, supra note 47; Howe 
v. Chmielinski, supra note 48; Dana v. Treasurer, supra note 6r. 

64 Simson v. Klipstein, supra note 47. See Malley v. Howard, 281 Fed. 363 
(C. C. A. rst, 1922). But see WRIGHTINGTON, op. cit. supra note 50, at 68; Magruder, 
The Position of Shareholders in Business Trusts (1923) 23 Co. L. REv. 423, 438. 

65 See Frost v. Thompson, supra note 47; Priestley v. Treasurer, supra note 60. 
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deemed important. First, there is the power to give directions to 
the trustees. There are decisions to the effect that stockholders 
in a corporation have similar power to give directions to the direc- 
tors,°° but there are other decisions which point the other way.” 
These latter decisions, as a general rule, base the independence of 
the directors on provisions either in the articles or in the statutes 
vesting corporate powers in them.®* Where a provision of this sort 
is in the articles, there would seem to be no doubt that it is equally 
effectual, even though the corporation is not legally organized, as 
the articles are still a contract between the stockholders. Where, 
on the other hand, it is in the statute, the question is perhaps more 
doubtful. On the one hand, it may be said that since the stock- 
holders intended a corporation, the statutory provision relating to 
corporations should be read into their agreement; on the other 
hand, it may be that the legal provision was intended to apply 
only to persons who held official positions in legally existing bodies, 
and that it is anomalous for one who is acting for the benefit of 
another and is neither a trustee nor a statutory officer to be inde- 
pendent of those in whose interests he is acting. Perhaps it should 
be held that there is, in view of the statute, an implied contract 
between the stockholders not to control the directors, but that this 
contract could be rescinded with the consent of all of the stock- 
holders without regard to the directors’ wishes. The question is 
not likely to come up, practically, and if it did, it might well be 
that most courts would dodge it by treating the stockholders as 
estopped between themselves and the directors to deny incor- 
poration.®° 





66 Marshall’s Valve Gear Co., Ltd. v. Manning, Wardle & Co., Ltd., [1909] 1 
Ch. 267 (but see Automatic, etc. Co., Ltd. v. Cuninghame, [1906] 2 Ch. 34). See 
Union Pac. Ry. v. Chicago, etc. Ry., 163 U.S. 564, 595 (1896). 

67 Gashwiler v. Willis, 33 Cal.-11 (1867); Hoyt v. Thompson’s Ex’r, 19 N. Y. 
207 (1859); Stoehlke v. Hahn, 158 Ill. 79, 42 N. E. 150 (1895). 

68 Gashwiler v. Willis, supra note 67 (statute) ; Continental Securities Co. v. 
Belmont, 206 N. Y. 7, 99 N. E. 138 (1912), and New York cases cited supra note 
23 (statute); Hoyt v. Thompson’s Ex’r, supra note 67 (special act of incorpora- 
tion) ; Stoehlke v. Hahn, supra note 67 (charter). 

69 It is frequently said that stockholders in a defective corporation are estopped 
to deny its incorporation. FLETCHER, op. cit. supra note 25, § 350, and cases cited. 
Some courts have, however, held that there is no such estoppel where the corporation 
has no de facto existence. Stanwood v. Sterling Metal Co., 107 Ill. App. 569 (1903). 
See also Raccoon River Nav. Co. v. Eagle, 29 Ohio St. 238 (1876). 
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It is generally held that stockholders have no power to remove 
directors, at least in the absence of cause, although here again, 
most of the decisions are based on the theory that a director is a 
statutory officer, which, in the case of defective corporations, is 
not the fact.” On the other hand, stockholders undoubtedly have 
the right to elect directors, but it is not clear from the business 
trust cases that this right alone is sufficient to constitute control. 
Stockholders also have under modern corporation laws the right 
to amend the articles by vote of a majority, or some other per- 
centage of them. In the case of valid corporations, the amend- 
ments must not be inconsistent with the corporation statutes, so 
that if it is the result of those statutes that directors are necessarily 
independent, no amendment could deprive them of such independ- 
ence. While the corporation statutes do not, as such, apply to 
defective corporations, it may be argued that the stockholders in 
an invalid corporation have impliedly agreed that without unani- 
mous consent they will not change their articles in ways in which 
these articles could not have been changed if incorporation had 
been attained; and that consequently the stockholders would find 
great difficulty in controlling the enterprise through amending the 
charter. 

Stockholders in valid corporations also have, under modern in- 
corporation laws, the power to dissolve the corporation by vote of 
a majority or some other percentage of the stock. It would seem 
that, in the case of defective corporations, there should be in addi- 
tion a power possessed by each stockholder to bring the enterprise 
to a close, or at any rate withdraw from it, on the ground that he 
entered into it on the mistaken belief that it was incorporated.” 
The business trust cases would seem to indicate that a power to 
terminate by majority vote does not make shareholders partners, 
and it may be that even a power in each shareholder to terminate 
at any time would not be a sufficient indication of ownership to 
make him a partner. 

It would appear from this summary view of the situation that 





70 People ex rel. Manice v. Powell, supra note 23; Morawetz, CoRPORATIONS 
(1882) §§ 541, 542. 

71 In Lyons v. Van Ocel, 183 Iowa 114, 165 N. W. 376 (1917), the court held 
that one who had become a stockholder in an invalid corporation in ignorance of 
its invalidity was entitled to an injunction against the carrying on of business in 
the corporate name. 
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the rights possessed by stockholders in some corporations in some 
states are sufficient to constitute such control as would, if they 
were shareholders in a business trust, make them partners; but 
that the rights possessed by other stockholders in other states are 
probably insufficient to have that effect. Nevertheless, as previ- 
ously stated, it is submitted that stockholders in defective corpora- 
tions might properly be deemed partners even though their rights 
are less than those required to turn the beneficiary of a trust into 
a partner, since it is only where there is an alternative category in 
which he can be placed that the agreement of the profit-sharer not 
to exercise any substantial amount of control over the business is 
a sufficient reason for holding that he is not the owner thereof.” 


(d) The contention that it is unfair to treat the stockholders as 
partners 


It is often contended, however, that to treat the stockholders as 
partners, even if required by a logical analysis of the problem, is 
grossly unjust since the stockholders intended to avoid all personal 
liability. While one may concede the harshness of treating as a 





72 There is also a group of cases involving another kind of business organiza- 
tion, which, like the business trust, has some resemblance to the defective corpora- 
tion. There are in most states statutes permitting the organization of limited part- 
nerships which are firms composed of general partners and also of special partners. 
The statutes provide that, if the formalities necessary for the creation of such limited 
partnerships are complied with, the liability of the special partners who agree to 
remain inactive is limited to their contributions to the firm capital. Where the 
statutory formalities are not complied with, creditors of the firm have frequently 
sought to treat those who intended to be special partners as ordinary partners. 

The problem presents a considerable degree of similarity to that of the partner- 
ship liability of stockholders in defective corporations. There is, however, this im- 
portant difference. A limited partnership contains general partners, who are in any 
case part owners of the business. A decision that the special partners are not 
partners is, in effect, a decision that the general partners are sole owners and the 
special partners, presumably, a special type of creditor. A decision that the stock- 
holders of a defective corporation are not partners, on the other hand, leaves the 
ownership of the enterprise undetermined, and apparently undeterminable. 

Furthermore, the limited partnership cases have been much influenced by statu- 
tory provisions with regard to the effect of failure to comply with the law. There 
are, however, a few decisions which appear to be based on common law principles. 
Thus in Sharp v. Hutchinson, 100 N. Y. 533, 3 N. E. 500 (1885); Henkel v. Hey- 
man, 91 Ill. 96 (1878) ; and Strang v. Thomas, 114 Wis. 599, 91 N. W. 237 (1902), 
the liability is said to be based on common law principles. See also Haviland v. 
Chace, 39 Barb. 283 (N. Y. 1860). On the other hand the Pennsylvania court has 
treated the liability as purely statutory, holding that the special partner is not a 
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partnership an enterprise supposed by the innocent stockholders 
to be a corporation, it is submitted that there are countervailing 
considerations, and that, in any case, the harshness should not 
weigh with us unless we find that it is substantially greater in 
degree or different in kind from the harshness brought about by 
well-settled doctrines of the law of principal and agent, to which 
our legal system is definitely committed. The doctrine of 
respondeat superior applies whether the superior or principal is 
disclosed or undisclosed, and whether he is a single individual or 
a member ofa firm. In the latter case it applies even to a principal 
who is dormant and inactive. It applies also to members of a busi- 
ness association, even where the enterprise is conducted, from a 
business standpoint, in the manner of a corporation, so that the 
members of the association are not only inactive in fact but are 
debarred by the articles of the association from any right of active 
participation.”* And any limitations which may seem to exist with 
regard to the application of the doctrine where the enterprise is a 
business trust are more apparent than real, as they do not rest on 
any theory that an inactive investor is not subject to an owner’s 
liabilities, but on the theory that under certain circumstances 
ownership may accompany legal title rather than beneficial in- 
terest."* Furthermore, in many of the cases which have applied 
the doctrine that an owner or co-owner of a business is liable as a 
principal therein, it is clear that the person held liable did not 





true partner even where the law is not complied with. McKnight v. Ratcliff, 44 
Pa. 156 (1863); Allegheny Nat. Bank v. Bailey, 147 Pa. 111, 23 Atl. 439 (1892). 
This view seems not to be thought inconsistent with the very different view which 
the courts of that state take in cases of defective limited partnership associations 
and defective corporations. See infra pp.-565-66. 

The Uniform Limited Partnership Act expressly excludes liability under certain 
circumstances even though the organization is defective. A case recently came be- 
fore the United States Supreme Court in which it was argued that although the 
attempt had been made to organize under that statute, the circumstances were such 
that this statutory provision was inapplicable. The Court held that the statute 
applied, but said that independently of the statute the special partner should be 
free from liability as he was not a co-owner of the business. Giles v. Vette, 263 
U. S. 553 (1924). Under an earlier form of statute, the Supreme Court had held 
that a creditor of an invalid limited partnership who had dealt with it as such was 
estopped to set up that it was defective because the notice which it had published 
did not comply with the statute. Tracy v. Tuffly, 134 U. S. 206 (18090). But cf. 
Oglesby Co. v. Lindsey, 112 Va. 767, 72 S. E. 672 (1911) ; Manhattan Brass Co. v. 
Allin, 35 Ill. App. 336 (1890). 

78 See cases cited supra note 21. 74 See cases cited supra note 20. 
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understand that he had entered into any such relationship. It is 
probably safe to assume that, as a general rule, the small investor 
in a common law joint stock company or business trust assumes 
as a matter of course that the debts of the company or trust are not 
his debts. Yet even where this probability has been shown to be 
a practical certainty, by reason of provisions in the articles or 
stock certificate calculated to lull the investor into a false belief 
in his immunity from liability, the courts have not hesitated to 
treat him as a partner if he has acquired an owner’s rights.” 

It is possible, indeed, to question the desirability of these re- 
sults, and to argue, as some have done, that where a business is 
carried on by trustees or managers, inactive shareholders should 
not be held to personal liability.”° Nevertheless, the uniform cur- 
rent of the authorities is in the opposite direction. That ownership 
involves liability, and that it takes legislation to limit this liability 
with respect to the claims of persons who have not agreed to its 
limitation, has, whether wisely or not, become a fundamental prin- 
ciple of our law. No doubt, the de facto doctrine has grafted an 
important exception on this principle, but there is a substantial 
distinction between an honest effort to comply with the corpora- 
tion law and a mere assumption on the part of the investor that 
some one else has complied with it. Minor irregularities may be 
overlooked,” but where no attempt whatever has been made to 
incorporate, why should the promoter’s statement to the investor 
that the organization is a corporation protect the latter from lia- 
bility, when the promoter’s statement that the enterprise is a trust 
so constituted as not to be a partnership will not protect the in- 
vestor therein? 





75 In several of the cases involving joint stock associations carried on by man- 
agers, the court recognized that the shareholders did not suppose that they were 
partners, but held that this fact was immaterial. Davison v. Holden, supra note 21; 
Farnum v. Patch, 60 N. H. 294 (1880) ; Carter v. McClure, 98 Tenn. 109, 38 S. W. 
585 (1897). The same doctrine has been applied in the business trust cases. See 
supra note 47. t 

76 See WRIGHTINGTON, Op. cit. supra note 50, at 60. 

77 The de facto rule, in the form in which it is stated by some courts, may be 
too narrow to do justice. The rule is based on policy and not on logic, and the 
theory of some courts that it cannot be applied to corporations organized under 
unconstitutional statutes seems to the writer unduly technical. Nevertheless, it is 
submitted that the courts have been guided by a sound instinct in declining to 
extend the de facto doctrine to all cases ef invalid corporations. 
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Moreover, if the shareholders are to be exempted in some cases, 
how are we to phrase the rule? The advocates of exemption seem, 
in general, to contend that it is non-participating stockholders in 
defective corporations who ought to be exempted. What, then, is 
a defective corporation, and what do we mean by non-participating 
stockholders? 

There are various kinds of unincorporated associations. Some 
have made a colorable attempt to comply with the incorporation 
law, but it is not of them that we are speaking. Some are known 
by their promoters to be unincorporated, but are believed or as- 
sumed by innocent stockholders to be corporations, without, how- 
ever, being expressly represented by the promoters to be such. 
Others are known by the promoters to be unincorporated, but are 
represented to the stockholders to be corporations. Others, again, 
are erroneously believed by all concerned to be incorporated. It 
has been argued above that there is no basis in justice for distin- 
guishing these different situations. It is now argued that it is 
practically impossible to distinguish them even if we desire to do 
so. It is the innocent stockholder who is being sued. He per- 
suades us that he believed the enterprise to be incorporated, but 
what the promoters or incorporators believed we do not know; 
they are not before the court. It may perhaps be argued that it 
is a question of name, and that organizations calling themselves 
corporations are to be classed as defective corporations and not as 
partnerships, at least with respect to their innocent stockholders, 
while organizations calling themselves trusts, associations, and 
even companies, may be partnerships, and the shareholders buy- 
ing into them do so at their peril. Yet the word “company ”’ is 
ambiguous and has been held by some courts to imply corporate- 
ness,"* the word “trust” is a word popularly used to describe 
large corporations, and the word “ association ” is sometimes used 
as a corporate name. It is submitted that if we deny that the 
members of a defective corporation are partners, there is no proper 
stopping place short of overthrowing the whole law of associations, 
at least to the extent of relieving innocent and inactive members 
thereof from partnership liability. 

Furthermore, what is meant by inactivity, or, conversely, by 
participation? Does it mean taking some part in the affairs of the 


—— 





78 See infra note 79. 
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supposed corporation, including taking part as a stockholder in 
stockholders’ meetings, and if so, why should an owner’s liability 
depend not upon the extent of his rights of ownership but on the 
extent to which he makes use of such rights? In the business trust 
cases the courts do not inquire whether the shareholders have in 
fact exercised owner’s rights but merely whether they have stipu- 
lated for them. Does participation, on the other hand, mean par- 
ticipation in the very transaction which is the subject matter of the 
suit? If so, the participation will normally be as agent and the 
participation rule will result in treating the business as done by 
unauthorized agents, a view previously criticized. 


ESTOPPEL OR IMPLIED CONTRACT 


If the view herein set forth be sound, it disposes of the cases in 
which the plaintiff in the action is one who has had no voluntary 
dealings with the enterprise but has been injured by a person em- 
ployed therein. It disposes as well of the case in which the plain- 
tiff has had dealings with the enterprise, but has dealt with it with- 
out information as to its status. It does not, however, dispose of 
the common case in which the plaintiff has had dealings of such a 
character that there is some basis for the contention that he had 
notice that the members of the enterprise purport to be a corpora- 
tion and intend to incur no personal liability. Such a case presents 
two additional problems: first, what is sufficient to charge the 
plaintiff with notice that the transaction is intended to be con- 
ducted on a corporate basis; and, second, what is the effect of 
such notice? 

With regard to the first point, the plaintiff’s transaction may or 
may not have taken the form of a written contract. If it did, and 
if the other party to that contract was described therein as a cor- 
poration or as incorporated, it would seem plain that the plaintiff 
was thereby notified that, whether the enterprise was legally in- 
corporated or not, the owners of it desired to incur only such lia- 
bility as they would have assumed if their business were in fact 
done under the protection of a corporate charter. Where, how- 
ever, the name “ company ” is used instead of the name “ corpora- 
tion,” the contention that the use of the name is notice of a claim 
to be incorporated is of more doubtful validity. While the name 
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“X Corporation,” or “ X, Incorporated” clearly purports to be 
the name of an incorporated body, the name “ X Company ” is 
not infrequently used, in some states at least, to designate a part- 
nership, especially such large partnerships with transferable shares 
as we have heretofore been considering. Hence, it would seem to 
follow, although the cases on the point are not entirely harmoni- 
ous,”® that the use of such a name by one party should not be held 
to be notice to the other that the persons with whom he is dealing 
purport to be incorporated.*° 

To return to the first case, in which notice clearly does exist, 
what effect ought to be given to it? Courts have sometimes held 
that its effect is to estop the other party to the transaction to assert 
that the persons with whom he has dealt are not validly incorpor- 
ated.** In talking in this manner the courts cannot be using the 
word “estoppel” in the technical sense of a statement ‘of fact 
made by one person and relied on by another, for it is the persons 
doing business as a corporation and not the outsider who make or 
cause to be made the statement which is said to estop the latter. 
The courts are not, therefore, speaking of estoppel by representa- 
tion, but rather of something akin to estoppel by conduct. The 


outsider having indicated by his willingness to contract with the 
organization in the corporate name that he is willing to contract 
on the assumption that the members’ liability is limited, it may be 
argued that it is unfair for him now to change his position and 
seek to hold them personally responsible. 





79 American Ins. Co. v. McClelland, 184 Ill. App. 381 (1913) ; Guckert v. Hacke, 
159 Pa. 303, 28 Atl. 249 (1893); Welland Canal Co. v. Hathaway, 8 Wend. 480 
(N. Y. 1832); Rust-Owen Lumber Co. v. Wellman, 10 S. D. 122, 72 N. W. 89 
(1897), and other cases, hold that the word “ company ” is ambiguous. Other deci- 
sions regard it as prima facie evidence of incorporation. See, e.g., Ingle System Co. 
v. Norris, 132 Tenn. 472, 178 S. W. 1113 (1915); Johnston Harvester Co. v. Clark, 
30 Minn. 308, 15 N. W. 252 (1883). 

80 It is probably true that the average layman, in dealing with what he knows 
te be an association of some sort which has transferable shares and is carried on 
like a corporation from a business standpoint, assumes that he is dealing with a 
corporation until told the contrary, and this without regard to whether the enter- 
prise is styled a corporation, company, joint stock company, association, or trust. 
The law, however, seems to be well settled that where the enterprise is called by 
any of these names, other than corporation or company, the person dealing with it 
may hold members to partnership liability. Such being the law, it is submitted 
that the use of the word “ company ” in the name should not be deemed notice to 
the outsider that the enterprise purports to be a corporation. 

81 See cases cited in Appendix A, infra p. 561. 
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The position which the outsider originally took was, however, 
taken in the act of entering into the contract. Hence, in saying 
that he is now bound by the position then taken, we are saying in 
substance that limited liability is an implied term of the original 
contract. It would therefore seem preferable, instead of using the 
word “ estoppel ” in some vague and undefined sense, to speak, as 
Professor Lewinsohn has done,** of implied contract, and to ask 
ourselves whether the outsider’s willingness to contract with a 
body calling itself a corporation is a sufficient indication of an 
agreement on his part to limit the responsibility of the members of 
such supposed corporation in the same manner in which it would 
be limited if their enterprise were incorporated. 

There is authority for the proposition that a contract of this 
sort, which is one not uncommonly made by large partnerships 
with transferable shares where the assets are usually ample and 
the members inactive and extremely desirous of avoiding personal 
liability, would be a valid one.** It may, however, be urged with 
considerable show of reason that in the case under discussion the 
outsider never had and never manifested any intent to make 
such a contract. The state of mind of one who agrees to limit 
the liability of another, which but for such agreement would 
be absolute, is plainly somewhat different from the state of mind 
of one who accepts as true another’s erroneous statement that 
his liability is limited by law and deals with him on that 
assumption. 

Nevertheless, there is a good deal to be said in favor of the 
theory of limitation by contract. Knowing that the owners of the 
enterprise are attempting to do business in the manner appropriate 
to a corporation, the outsider should be charged with notice that 
they have not authorized their agents to bind them except to the 
extent of their interest in the property used in the business — the 
property of the supposed corporation. It is the general rule that 
limitations on an agent’s authority which are known to the oppo- 
site party are binding on him, and there would seem to be no suf- 
ficient reason for denying altogether the application of the prin- 
ciple where the limitation relates to the authority of the agent to 





82 Lewinsohn, supra note 45, at 284. 
83 See 1 Linptey, Companies (6th ed. 1902) 354 et seg.; WRIGHTINGTON, vp. cit. 
supra note 50, $§ 29-33, and cases cited. 
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bind the general assets of the principal as distinguished from his 
assets employed in the particular business. 

The question whether it applies to such cases has sometimes 
arisen in the case of large partnerships with transferable shares, 
in which the partnership agreement provides that the managers 
are not to make contracts in such form as to expose the share- 
holders to personal liability. Although it is well settled that a 
contract expressly exempting shareholders from liability will be 
effectual for that purpose, it has sometimes been held or intimated 
that if the contract with the outsider does not contain a provision 
to that effect, his knowledge that it was the agent’s duty to insert 
such a provision will not prevent him from recovering against the 
partners personally, unless he be himself a partner or an employee 
of the enterprise.** There are, however, cases which take the 
apparently more logical view that the ordinary principles of 
agency make any such recovery impossible.*° 

If, then, it is or should be law that knowledge that a partnership 
agreement authorizes the agents of the firm to make only such 
contracts as will not result in personal liability on the part of the 
members is effectual to limit their liability on contracts with 
persons having such knowledge, the same result might easily be 
reached where the other contracting party knows that, even though 
the owners of the business with which he is dealing may possibly 
turn out to be, in law, partners, they purport to be a corporation, 
and hence undoubtedly intend that their agent shall not subject 
them to personal liability. It is true that they do not expect their 
agent to incorporate in the contract an express provision limiting 
liability, since they believe (assuming that they are acting in good 
faith) that they are incorporated, and that, accordingly, no such 
provision is necessary. Although the outsider may claim to have 
been misled by their unauthorized assumption of corporateness, 
he is not necessarily injured thereby, as nearly all courts will allow 
him, if he chooses, to take them at their word and sue them as the 





84 Victor Refining Co. v. City Nat. Bank of Commerce, 263 S. W. 622 (Tex. 
Civ. App. 1924) ; Thompson v. Schmitt, supra note 19. These decisions are based 
in part on a Texas statute. See also WRIGHTINGTON, op. cit. supra note 50, § 30. 

85 Bank of Topeka v. Eaton, 100 Fed. 8 (D. Mass. 1900), aff'd, 107 Fed. 1003 
(C. C. A. rst, r90r). See also McCarthy v. Parker, 243 Mass. 465, 138 N. E. 8 
(1923) (plaintiff an attorney for the partnership). 
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corporation which they have represented themselves to be.*® And 
even if he is injured somewhat by their not being a valid corpora- 
tion, it may be argued that the fact that they have innocently mis- 
led him is not a sufficient basis for allowing him to hold them on a 
contract for unlimited liability which he knew all along that they 
did not intend to make.*’ 

It is nevertheless true that in the cases with which we are deal- 
ing the failure to incorporate is due to some serious defect — else 
the associates would have attained at least a de facto corporate 
status. Even though the outsider be unable to show that this de- 
fect has injured him, the associates have failed in some important 
respect to comply with the requirements which the legislature has 
prescribed as essential to the securing of limited liability. There 
is no express contract for limited liability and any implied contract 
therefor which might be spelled out of the outsider’s willingness 
to extend credit on the assumption that limited liability has been 
secured by incorporation is based upon a misunderstanding of the 
facts for which the associates or their representatives, rather than 
the outsider, are responsible. Moreover, the result of such a view 
is to make it of little importance to stockholders, except in enter- 
prises in which burdensome tort liability is probable, whether the 
steps required for securing a corporate charter are taken or not, 
since all that would be necessary in order that they obtain freedom 
from liability to contract creditors —the chief advantage of in- 
corporation — would be that the business be carried on in a 
corporate-sounding name. Innocent and ignorant of wrong doing 
they may be, but it may be doubted whether a rule of law which 





86 See FLETCHER, Op. cit. supra note 25, § 343. 

87 Where the view that there is a valid implied contract limiting liability is 
taken, the theoretically sound way in which to give the associates the benefit of 
such a contract would be to permit the outsider to sue the stockholders as part- 
ners, limiting his recovery to the partnership assets. Most courts have, however, 
held that the outsider may, if he chooses, treat the enterprise as the corporation 
which it purports to be and sue it as such. In such suit his recovery would be 
limited to the supposed corporate assets, which, according to the view herein ad- 
vanced, are in fact partnership assets. Since a suit against the partners in which 
recovery was limited to the partnership assets would accomplish exactly the same 
result as a suit against the supposed corporation, there is no advantage to be gained 
from permitting both methods to be adopted. Assuming that the stockholders 
ought to obtain limited liability, the result reached by the courts which treat the 
outsider as estopped to sue any one but the supposed corporation is therefore a 
satisfactory one. 
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encourages them in an attitude of ignorance and indifference as to 
whether those in charge of their corporation have made even a 
colorable attempt to comply with the law is based on a sound view 
of public policy.** 

The question has been dealt with thus far on the assumption 
that both the plaintiff in the contract action and the defendant 
stockholders were, at the time when the contract was made, ig- 
norant of the fact that the supposed corporation was not legally 
formed. There are, however, three other possible situations: the 
defendants may have known of the invalidity, although the plain- 
tiff did not; the plaintiff may have known of it, although the de- 
fendants did not; or it may have been known to both parties. 
Whatever may be thought of the propriety of exempting the de- 
fendants from liability in the normal situation where both parties 
are ignorant that incorporation has not been attained, it is sub- 
mitted that no such exemption should be allowed in the first of 
these cases. Here the defendants knew that in authorizing their 
agents to contract in a corporate name they were deliberately 
misleading the outsider as to their true status. While it may be 
difficult for the outsider to show that this misrepresentation has 
injured him, nevertheless, limited liability on the part of the 
owners of a business is not the rule but the exception —an ex- 
ception based either on statutory exemption or on contract. The 
defendants have no statutory exemption, and their claim that they 
have an implied contract for exemption is based on the theory that 
the outsider who has accepted their fraudulent statement as the 
truth should be deemed bound by his ignorance. It is submitted 
that no such claim should be tolerated.*° 





88 It may be argued that the theoretically correct view is that there is no con- 
tract at all— none for unlimited liability because the agent had no power to make 
such a contract and the outsider is chargeable with knowledge of that fact, and 
none for limited liability because the outsider’s willingness to contract with a sup- 
posed corporation is not the equivalent of consent to contract with members of a 
firm on the basis of limited liability. This view is, however, scarcely in accord with 
the practical situation, which is that the outsider has voluntarily entered into 
business relations with an existing business organization. 

89 See Cottentin v. Meyer, 80 N. J. L. 52, 76 Atl. 341 (1910). In Baker v. 
Bates-Street Shirt Co., 6 F. (2d) 854 (C. C. A. 1st, 1925), a decision which is not 
based on the theory of estoppel but on the theory that there is no partnership, the 
case of Harrill v. Davis, 168 Fed. 187 (C. C. A. 8th, 1909), is distinguished on the 
ground that the defendants in that case could not have understood that they were 
incorporated. See also the opinion in the Harrill case, 168 Fed. at 195. 
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*On the other hand, where the plaintiff knew of the invalidity 
but the defendants did not, the argument in favor of limiting the 
defendants’ liability is unusually strong. Knowing that the enter- 
prise was not in fact a corporation, the plaintiff could, if he so de- 
sired, have insisted that he would only contract in such form that 
the personal liability of its owners would be made clear. Instead 
of that he concealed his knowledge of the defect — knowledge 
which he ought to have realized might not be possessed by every 
member of the association— and deliberately chose to contract 
with them as a corporation. For him later to seek to take advan- 
tage of their mistake and to treat them as partners would seem 
plainly inequitable. Whether there is an implied contract to limit 
liability or not, he does not, in claiming unlimited liability, come 
into court with clean hands. 

It would seem that the same result should be reached, although 
for different reasons, where the invalidity of the corporation was 
known to both parties. Where the members of a partnership stip- 
ulate for limited liability, such stipulation is, as we have seen, ef- 
fectual. In the case under discussion, the partners, instead of 
stipulating expressly for such limited liability, say to the outsider 
that their liability is limited by law. The outsider, although 
knowing that such statement is false, deliberately chooses to con- 
tract with them, making no objection to this statement. It would 
seem that he therefore assents to it for the purpose of the trans- 
action in question, and should be bound by his assent. 


THE DECISIONS 


How far are the results herein advocated borne out by the cases? 
There is considerable conflict among legal writers as to the extent 
to which the courts have subjected shareholders in a defective 
corporation which is not possessed of the de facto requisites to 
partnership liability. Professor Warren has stated that in cases 
of what he characterizes as naked assumption, the associates have 
been uniformly held to full liability to the other contracting 
party.” Professor Carpenter, on the other hand, asserts that 
where the requirements for a de facto corporation have not been 





90 E. H. Warren, Collateral Attack on Incorporation (1908) 21 Harv. L. Rev. 
305, 325 
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met, about half the cases hold that the members are not individu- 
ally liable. These statements are not directly in conflict inas- 
much as there may be more than a mere naked assumption of cor- 
porateness and yet no de facto corporation may have been created. 
They do, however, represent radically different views of the sig- 
nificance of the cases. According to Professor Warren’s analysis, 
partnership liability is the rule and exemption from such liability 
the exception — an exception based on the court’s view that 
enough has been done towards the creation of a corporation to 
take the case out of the ordinary rule. To Professor Carpenter, 
on the other hand, the cases imposing partnership liability and 
those declining to impose it represent conflicting views, each of 
which has a substantial following in the decisions. 

This difference of view as to the result of the cases would seem 
to be due largely to the fact that it is often difficult to determine 
from the opinions on what principle —if any — the court is pro- 
ceeding. Thus, a decision exempting the stockholders from lia- 
bility may mean that enough has been done to create a de facto 
corporation, that although no de facto corporation exists, there is, 
nevertheless, no partnership, or —if it is a contract case — that 
the plaintiff is estopped to assert that partnership liability exists. 
On the other hand, cases holding certain of the shareholders per- 
sonally liable do not necessarily proceed on the assumption that 
they are partners, but are sometimes based on the idea that the 
participation of those particular shareholders either in the trans- 
action in question or in the general business of the supposed cor- 
poration makes them liable. This lack of clear cut reasoning in 
the opinions has further led to a considerable degree of uncertainty 
of classification on the part of digesters so that it is difficult for 
one to determine whether he has found all the cases bearing on 
the point or not. 

Appendix A, attached hereto, contains all the cases which the 
writer has found which seem to him to be in point. Some of these 
cases deal with the jegal status of stockholders in a foreign cor- 
poration which is doing business in the state without permission. 
In such cases the court may hold that the existence of the corpora- 
tion will be recognized despite its lack of the legal privilege of 
doing business. If this view be taken, no partnership problem can 





91 Carpenter, supra note 45. 
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arise. Other courts have refused to recognize the existence of the 
corporation under such circumstances. In these courts, cases of 
this sort accordingly present a problem of partnership liability 
similar to that involved in cases of defectively organized corpora- 
tions. There are also a few cases dealing with the personal lia- 
bility of those who have intended to become members of limited 
partnership associations. These associations, which exist in a few 
states under special statutes, are similar to corporations in that the 
liability of their members is limited to the amount of their sub- 
scriptions. Although they differ from ordinary corporations in a 
few respects, notably with regard to the transfer of shares, it would 
seem that they are in reality a special type of corporation. If so, 
the liability of the members where the association is defective 
should be governed by the same principles as is the liability of 
stockholders in defective corporations. The cases involving such 
defective limited partnership associations are stated in Appendix 
B, attached hereto. 

Taking these three classes of cases together — those on defec- 
tive corporations, those on foreign corporations wrongfully doing 
business in the state, and those on defective limited partnership 
associations — it is submitted that the majority of the decisions 
support the contention herein made that an invalid corporation 
which has not even colorably complied with the law so as to obtain 
a de facto existence is a partnership so far at least as the liability 
of stockholders to third persons is concerned. Many of the courts 
which take this view do not discuss the question whether dealings 
on a corporate basis create an estoppel, and the courts which deal 
with this question are about evenly divided. There are indica- 
tions that even courts which, in general, treat the outsider as 
estopped would decline to do so where the stockholders knew that 
they were not incorporated and the outsider did not know this. 
There is little or no authority with regard to the situations where 
it is the outsider alone who knows of the aaveennty or where all 
parties are cognizant of it. 

E. Merrick Dodd, Jr. 


UNIVERSITY OF NEBRASKA LAw ScHOOL. 
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APPENDIX A 


CASES ON PARTNERSHIP LIABILITY OF STOCKHOLDERS IN DEFEC- 
TIVE CORPORATIONS AND IN FOREIGN CORPORATIONS DOING 
AN UNAUTHORIZED LOCAL BUSINESS 


Alabama. When persons purport to act as a corporation without a bona fide 
attempt to create a corporation, they are liable as partners, in the absence of 
any facts creating an estoppel. Christian & Craft Grocery Co. v. Fruitdale 
Lumber Co., 121 Ala. 340, 25 So. 566 (1898). One who has dealt on a cor- 
porate basis is estopped to assert partnership liability. Magnolia Shingle Co. 
v. J. Zimmern’s Co., 3 Ala. App. 578, 58 So. 90 (1912). In Owensboro Wagon 
Co. v. Bliss, 132 Ala. 253, 31 So. 81 (1901), the court said that members of a 
defective corporation are not partners since they do not intend to be. The 
corporation had, however, a de facto existence. 


Arkansas. Members of a defective corporation have been held liable as 
partners in several cases. Garnett v. Richardson, 35 Ark. 144 (1879); Forbes 
v. Whittemore, 62 Ark. 229, 35 S. W. 223 (1896); Morse v. Burkhart Mfg. 
Co., 154 Ark. 362, 242 S. W. 810 (1922). It has been held, however, that a 
mere subscription to stock is not sufficient to make one a partner, some further 
participation in the enterprise being necessary. Rainwater v. Childress, 121 
Ark. 541, 182 S. W. 280 (1915); Doyle-Kidd Dry Goods Co. v. Kennedy & 
Co., 154 Ark. 573, 243 S. W. 66 (1922). Business conducted in the state by 
a foreign corporation is not regarded as carried on by its stockholders so as to 
make them personally liable. Boyington v. Van Etten, 62 Ark. 63, 35 S. W. 
622 (1896). Such foreign corporation is not a partnership. Nat. Bank of 
Wichita v. Spot Cash Coal Co., 98 Ark. 597, 136 S. W. 953 (1911). 


California. “A partnership or a joint stock company is not necessarily 
the result of an abortive attempt to organize a corporation.” Blanchard v. 
Kaull, 44 Cal. 440, 451 (1872). 


Colorado. Those who participate in the business of a defective corpora- 
tion are partners. Dictum that non-participating stockholders are not. Bon- 
fils v. Hayes, 70 Colo. 336, 201 Pac. 677 (1921). See also Humphreys v. 
Mooney, 5 Colo. 282 (1880), a case dealing with a de facto corporation. 


Connecticut. A foreign corporation was reorganized as a domestic cor- 
poration, the stockholders exchanging stock in the former for stock in the 
latter, which was alleged to be invalid. Held, that even if the corporation be 
invalid, the stockholders are not partners. Stafford Nat. Bank v. Palmer, 47 
Conn. 443 (1880). 


Florida. Members of a foreign corporation doing business without author- 
ity are partners. Taylor v. Branham, 35 Fla. 207, 17 So. 552 (1895). A 
similar result was reached in Duke v. Taylor, 37 Fla. 64, 19 So. 172 (1896), 
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where the court thought that the incorporation of the foreign corporation was 
defective. See also Winfield v. Truitt, 71 Fla. 38, 70 So. 775 (1916). 


Georgia. The case of Planters’ & Miners’ Bank v. Padgett, 69 Ga. 159 
(1882), is frequently cited for the proposition that members of a defective 
corporation are not partners, and there is language in the opinion to that effect. 
The plaintiff had, however, not only dealt with the organization as a corpora- 
tion but had obtained judgment against it as such. In Brooke v. Day, 129 Ga. 
694, 59 S. E. 769 (1907), it is held that stockholders who participate in the 
business are liable as partners, unless it is shown that the plaintiff dealt with 
them as a corporation. In Meinhard, Schaul & Co. v. Bedingfield Mer. Co., 
4 Ga. App. 176, 61 S. E. 34 (1908), the court said that members of a defective 
corporation are partners. The question of participation was not mentioned 
in the opinion. There was some evidence that the members had held them- 
selves out as partners, but the court does not seem to have regarded it as 
necessary to find that such was the case in order to hold them liable. 


Illinois. The Supreme Court has several times held that incorporators 
of a defective corporation are partners. Bigelow v. Gregory, 73 Ill. 107 
(1874); Richardson Fueling Co. v. Seymour, 235 Ill. 319, 85 N. E. 496 (1908) 
(need not participate in the transaction in order to be liable); Loverin v. 
McLaughlin, 161 Ill. 417, 44 N. E. 99 (1896) (dictum); Pilsen Brewing Co. 
v. Wallace, 291 Ill. 59, 125 N. E. 714 (1919) (dictum). In a dictum by the 
Supreme Court and several decisions of the Court of Appeals the rule appears 
to have been broadened to include all stockholders. Vestal Co. v. Robertson, 
277 Ill. 425, 115 N. E. 629 (1917); Liebold v. Green, 69 Ill. App. §27 (1897); 
Standard Varnish Co. v. Jay, 149 Ill. App. 25 (1909); Hall v. Robertson, 213 
Ill. App. 147 (1920) (dealings on a corporate basis do not create an estoppel). 
The early case of Tarbell v. Page, 24 Ill. 46 (1860), would seem to be, in 
effect, overruled. 


Indiana. Members of a defective corporation are partners if no de facto 
corporation has been created. Jennings v. Dark, 175 Ind. 332, 92 N. E. 778 


(1910). 


Iowa. Members are liable as partners and dealings on a corporate basis 
do not create any estoppel. Kaiser v. Lawrence Savings Bank, 56 Iowa 104, 
8 N. W. 772 (1881); Heald v. Owen, 79 Iowa 23, 44 N. W. 210 (1890) 
(dictum). They are not, however, partners inter se. Lyons v. Van Oel, 183 
Iowa 114, 165 N: W. 376 (1918). 


Kansas. Members are partners. Cent. Nat. Bank v. Sheldon, 86 Kan. 
460, 121 Pac. 340 (1912), S. Cc. 96 Kan. 492, 152 Pac. 765 (1915); McLennan 
v. Hopkins, 2 Kan. App. 260, 41 Pac. 1061 (1895) (dealings on corporate 
basis do not create an estoppel). See also Hall Lithographing Co. v. Crist, 98 
Kan. 723, 160 Pac. 198 (1916); Whetstone v. Crane Bros. Mfg. Co., 1 Kan. 
App. 320, 41 Pac. 211 (1895). 


Kentucky. A corporation which changes its name without authority be- 
comes thereby a partnership. Cincinnati Cooperage Co. v. Bate, 96 Ky. 356, 
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26 S. W. 538 (1894). An invalid corporation will be wound up as a partner- 
ship. Sanders & Walker v. Herndon, 128 Ky. 437, 108 S. W. 908 (1908). 


Louisiana. The earlier cases hold the members liable as partners. Spencer 
Field & Co. v. Cooks, 16 La. Ann. 153 (1861); Williams v. Hewitt, 47 La. 
Ann. 1076, 17 So. 496 (1895); Lehman v. Knapp, 48 La. Ann. 1148, 20 So. 
674 (1896); Provident Bank & Trust Co. v. Saxon, 116 La. 408, 40 So. 778 
(1906); La. Nat. Bank v. Henderson, 116 La. 413, 40 So. 779 (1906). See 
also Campbell v. J. I. Campbell Co., 117 La. 402, 41 So. 696 (1906). In Sen- 
tell & Co. v. Hewitt, 50 La. Ann. 3, 22 So. 970 (1898), however, it is held that 
an express agreement for limited liability is effective in such a case and later 
cases have broadened this doctrine so as to make dealings on a corporate basis 
enough to prevent unlimited individual liability. Bond & Braswell v. Scott 
Lumber Co., 128 La. 818, 55 So. 468 (1911); Tulane Improvement Co. v. 
S. A. Chapman & Co., 129 La. 562, 56 So. 509 (1911); John Lucas & Co. v. 
Bernhardt’s Estate, 156 La. 207, 100 So. 399 (1924). 


Maine. An invalid corporation is a partnership and should be wound up 
as such. Smith v. Schoodoc Pond Packing Co., 109 Me. 555, 84 Atl. 268 


(1912). 


Massachusetts. Fay v. Noble, 7 Cush. 188 (Mass. 1851), is regarded as 
the leading case denying partnership liability. It seems, however, to have in- 
volved a de jure corporation which, after incorporation by special act, had 
failed to organize in the manner required by law, rather than a body without 
any corporate existence. The language of the decision does, however, support 
the view that the carrying on of business in the name of a defective corpora- 
tion does not create any partnership liability, the court’s view being that the 
supposed agent who does the acts has no principal. There is also a dictum 
in Trowbridge v. Scudder, 11 Cush. 83 (Mass. 1853), that the members of an 
invalid corporation are not partners, and a dictum in First Nat. Bank v. Almy, 
117 Mass. 476 (1875), that there would be great difficulty in holding them to 
be such. In Ward v. Brigham, 127 Mass. 24 (1879), plaintiffs, who had acted 
on behalf of an intended corporation which, as they knew, had not been legally 
organized were not allowed to obtain contribution from defendants, who had 
subscribed to its stock but had not participated in the business. See also 

, Shawmut Comm. Co. v. Auerbach, 214 Mass. 363, 101 N. E. 1000 (1913). 


Michigan. Where there have been no dealings on a corporate basis, mem- 
bers are liable as partners. Eaton v. Walker, 76 Mich. 579, 43 N. W. 638 
(1889). Such dealings create an estoppel. Lockwood v. Wynkoop, 178 Mich. 
388, 144 N. W. 846 (1914) (dictum). See also State v. How, 1 Mich. 512 
(1846); Whipple v. Parker, 29 Mich. 369 (1874). 


Minnesota. The members are partners if no de facto corporation has been 
created. Finnegan v. Noerenberg, 52 Minn. 239, 53 N. W. 1150 (1893). 
Where the intended corporation is abandoned, members are principals and 
liable whether properly called partners or not. Roberts Mfg. Co. v. Schlick, 
62 Minn. 332, 64 N. W. 826 (1895). In Johnson v. Corser, 34 Minn. 355, 25 
N. W. 799 (1885), the court said that the associates were not partners because 
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the purpose of their association was not to carry on business for profit but to 
grade a street. 


Mississippi. A foreign corporation doing business in the state without com- 
plying with requirements for doing local business is not a partnership. Spring- 
field Grocery Co. v. Devitt, 126 Miss. 169, 88 So. 497 (1921). 


Missouri. The members are partners. Richardson v. Pitts, 71 Mo. 128 
(1879) (bill for contribution) ; Martin v. Fewell, 79 Mo. 401 (1883); Queen 
City Furniture, etc. Co. v. Crawford, 127 Mo. 356, 30 S. W. 163 (1895) 
(members knew of defect); Sexton v. Snyder, 119 Mo. App. 668, 94 S. W. 
562 (1906). The members of a foreign corporation, organized elsewhere to 
evade Missouri law, are partners. Cleaton v. Emery, 49 Mo. App. 345 
(1892); Davidson v. Hobson, 59 Mo. App. 130 (1874); Booth v. Scott, 276 
Mo. 1, 205 S. W. 633 (1918). But a foreign corporation doing business with- 
out permission is not a partnership. Tribble v. Halbert, 143 Mo. App. 524, 
127 S. W. 618 (1910). But cf. Rowden v. Daniell, 151 Mo. App. 15, 132 S. W. 
23 (1910) (actively participating stockholder held liable in tort). 


Nebraska. The members are partners and evidence of dealings on a 
corporate basis was properly excluded as immaterial. Abbott v. Omaha S. & 
R. Co., 4 Neb. 416 (1876). The members are partners and estoppel cannot 
be relied on where it is not pleaded. H. J. Hughes Co. v. Farmers Union 
Produce Co., 110 Neb. 736, 194 N. W. 872 (1923). 


New Jersey. The members are partners. Hill v. Beach, 12 N. J. Eq. 31 
(1858). See also Henry v. Simanton, 64 N. J. Eq. 572, 54 Atl. 153 (1903), 
rev'd on other grounds, 67 N. J. Eq. 606, 61 Atl. 1065 (1905). In Booth v. 
Wonderly, 36 N. J. L. 250 (1873), the directors of an invalid corporation, 
which apparently had no stockholders, were held personally liable. In Cotten- 
tin v. Meyer, 80 N. J. L. 52, 76 Atl. 341 (1910), the court said that if the 
corporate name was the name in which the individuals did business, there 
would be no estoppel to hold them personally liable. 


New York. The cases of Fuller v. Rowe, 57 N. Y. 23 (1874), and Cent. 
City Sav. Bank v. Walker, 66 N. Y. 424 (1876), have sometimes been cited for 
the proposition that the members are not partners, but neither case stands for 
any such proposition. The first case holds that assuming that the members 
are partners, a member cannot be held on a contract made before he became 
a member in the absence of proof of ratification. The court’s refusal to find 
that there had been a ratification seems hard to support, but the case lays 
down no rule of law inconsistent with partnership liability. The second case 
holds that the members of a dissolved corporation are cestuis que trust and not 
partners, the former directors being trustees for them. There is, however, a 
lower court holding to the effect that the members are not partners. Mer- 
chants’ Nat. Bank v. Pendleton, 55 Hun 579, 9 N. Y. Supp. 46 (1890). But 
cf. Zabriskie v. Coates, 41 App. Div. 316, 58 N. Y. Supp. 523 (1899); Perrine 
v. Levin, 68 Misc. 327, 123 N. Y. Supp. 1007 (1910); Tuccillo v. Pittelli, 127 
N. Y. Supp. 314 (1911). 
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North Carolina. The members are liable as partners. Hanstein v. John- 
son, 112 N. C. 253, 17 S. E. 155 (1893); Wood v. Stanton, 174 N. C. 245, 93 
S. E. 790 (1917) (dictum — where no dealings on corporate basis). 


Ohio. In Medill v. Collier, 16 Ohio St. 599 (1866), the court said that 
members who had participated in, authorized or sanctioned the carrying on of 
business by the corporation would be liable as partners. In Bank v. Hall, 35 
Ohio St. 158 (1878), the court, although purporting to follow the rule laid down 
by the earlier case, held that members who were ignorant of the particular 
transaction in question were exempt from liability, although one of the de- 
fendants was an incorporator and director as well as a stockholder. 


Oklahoma. ‘The members are liable as partners. Lynch v. Perryman, 29 
Okla. 615, 119 Pac. 229 (1911) (dictum). See also Hill v. Turnverein Ger- 
mania, 77 Okla. 242, 187 Pac. 920 (1920). 


Oregon. Incorporators are not partners. Rutherford v. Hill, 22 Ore. 218, 
29 Pac. 546 (1892). But cf. McVicker v. Cone, 21 Ore. 353, 28 Pac. 76 
(1891). 


Pennsylvania. The members are liable as partners where there is nothing 
in the name in which they do business to indicate that they are incorporated. 
Guckert v. Hacke, 159 Pa. 303, 28 Atl. 249 (1893); N. Y. Nat. Ex. Bank v. 
Crowell, 177 Pa. 313, 35 Atl. 613 (1896). Not liable in such case as stock- 
holders whose subscriptions are unpaid. Tonge v. Item Pub. Co., 244 Pa. 417, 


ot Atl. 229 (1914). 


South Carolina. The members are liable as partners. Meyer v. Brunson, 
104 S. C. 84, 88 S. E. 359 (1915). See also Ex’rs of Haslett v. Wotherspoon, 
2 Rich. Eq. 395 (S. C. 1845). 


Tennessee. The members of a foreign corporation which is doing business 
without permission are partners. Cunnyngham v. Shelby, 136 Tenn. 176, 188 
S. W. 1147 (1916); Equitable Trust Co. v. Cent. Trust Co., 145 Tenn. 148, 
239 S. W. 171 (1922). 


Texas. The members are liable as partners. Davis v. Allison, 109 Tex. 
440, 211 S. W. 980 (1919) (dictum). See also Empire Mills v. Alston Grocery 
Co., 15 S. W. 505 (Tex. Ct. App. 1891); Bank of De Soto v. Reed, 50 Tex. 
Civ. App. 102, 109 S. W. 256 (1908). Members of a foreign corporation doing 
business without permission are not partners. Leschen & Sons Rope Co. v. 
Moser, 159 S. W. 1018 (Tex. Civ. App. 1913). 


Utah. Merely signing articles of a defective corporation does not make 
one a partner. Participation in or authorization of the carrying on of the 
business must be shown. Mitchell v. Jensen, 29 Utah 346, 81 Pac. 165 (1905). 
But cf. Ogden Packing & Provision Co. v. Wyatt, 59 Utah 481, 204 Pac. 978 


(1922). 
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Wisconsin. The members are liable as partners. Bergeron v. Hobbs, 96 
Wis. 641, 71 N. W. 1056 (1897). See also Slocum v. Head, 105 Wis. 431, 81 
N. W..673 (1900). 


Federal Courts. In Owen v. Shepard, 59 Fed. 746 (C. C. A. 8th, 1894), 
partnership liability was imposed on the members of a defective corporation. 
All the members took an active part in the business. In Wechselberg v. 
Flour City Nat. Bank, 64 Fed. 90 (C. C. A. 7th, 1894), the court said that 
the signers of the articles incur a liability similar to that of partners where the 
incorporation is defective. In Davis v. Stevens, 104 Fed. 235 (D. S. D. 1900), 
an invalid corporation was held to be a partnership for bankruptcy purposes. 
In Harrill v. Davis, 168 Fed. 187 (C. C. A. 8th, 1909), actively participating 
stockholders were held liable as partners. In Mandeville v. Courtright, 142 
Fed. 97 (C. C. A. 3d, 1905), actively participating stockholders of a foreign 
corporation illegally doing business in the state were held liable in tort as 
partners. In Baker v. Bates-Street Shirt Co., 6 F. (2d) 854 (C. C. A. 1st, 
1925), the court said that the creditor was not estopped; but that an inactive 
stockholder is not liable as a partner. 


APPENDIX B 


CASES DEALING WITH THE PERSONAL LIABILITY OF MEMBERS 
OF DEFECTIVE LIMITED PARTNERSHIP ASSOCIATIONS 


Although these associations are similar to ordinary corporations in most 
respects, they differ from them in regard to the transferability of shares and 
in a few minor details. These differences, and the use of the name partnership 
has led the Pennsylvania court to hold that the de facto doctrine does not 
apply to them and that a defective limited partnership association is neces- 
sarily a partnership. Eliot v. Himrod, 108 Pa. 569 (1885); Vanhorn v. Cor- 
coran, 127 Pa. 255, 18 Atl. 16 (1889); Sheble v. Strong, 128 Pa. 315, 18 Atl. 
307 (1889); First Nat. Bank v. Creveling, 177 Pa. 270, 35 Atl. 595 (1896); 
Lee v. Burnley, 195 Pa. 58, 45 Atl. 668 (1900). 

In Staver & Abbott Mfg. Co. v. Blake, 111 Mich. 282, 69 N. W. 508 (1896), 
the court held that such an association, organized in good faith, is not a part- 
nership and that its members are not personally liable to creditors. On the 
other hand, in Nichols v. Buell, 157 Mich. 609, 122 N. W. 217 (1909), in 
which one who had been induced by fraud to become a member of such an 
association, which had not recorded its articles, was suing its original members 
for cancellation of his certificate and for fraud, the court said that no part- 
nership association de facto had been created, that the defendants were per- 
sonally liable and that plaintiff was not estopped. 

In Deckert v. Chesapeake Western Co., 101 Va. 804, 45 S. E. 799 (1903), 
the court held that the members of such an association, organized in good 
faith, are not liable as partners. 
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[’ the opinion of Mr. Justice Butler in McCardle v. Indianapolis 

Water Co." represents the well considered views of a majority of 
the Supreme Court of the United States, the regulation of public 
utility rates, according to standards heretofore prevailing, is at an 
end. The opinion, generously disregarding former decisions of 
the Court,’ makes “ spot ” reproduction cost practically decisive of 
“ value ” for purposes of rate making.* The effect which such a 
rule — if adhered to — will have upon all problems of public regu- 
lation and particularly upon the pending railway valuations, is so 
far-reaching that a careful analysis of the case is demanded. 

The Public Service Commission of Indiana established rates for 
water service, having valued the property of the water company as 
of May 31, 1923, at not less than $15,260,400, and fixed 7% as 
a reasonable rate of return. Evidence was presented in behalf 
of the City of Indianapolis, the State Commission, and the Com- 
pany. The cost of reproducing the physical properties was esti- 
mated by the various witnesses on the basis of average prices 
over a period of years and on the basis of prices prevailing at the 
date of valuation. The Commission expressed the opinion that 
“the average of prices for the ten-year period ending with 1921, 
the last full ten years available, most nearly represents the fair 
value of petitioner’s physical property.” 

1 47 Sup. Ct. 144 (U.S. 1926). 

2 The opinion wholly fails to consider the public interest in property devoted 
to public service, though the Court has frequently adverted to the necessity of 
weighing this factor. Thus, in the Minnesota Rate Cases, 230 U.S. 352, 454 (1913), 
the Court said: “ But still it is property employed in a public calling subject to 
governmental regulation and while under the guise of such regulation, it may not 
be confiscated, it is equally true that there is attached to this use the condition that 
charges to the public shall not be unreasonable.” And in Smyth v. Ames, 169 U. S. 
466, 544 (1898), the Court condemned as unsound any proposition of rate regu- 
lation which omitted to consider “the rights of the public to be exempt from 
unreasonable exactions.” 

8 This holding is in direct conflict with Smyth v. Ames; and the Minnesota 
Rate Cases, both supra note 2, and with Georgia Ry. & Power Co. v. Railroad 
Comm., 262 U. S. 625, 630 (1923), in which the Court, by a majority of eight to 
one, said: “ The refusal of the Commission and of the lower court to hold that 


for rate making purposes the physical properties of a utility must be valued at 
the replacement cost less depreciation was clearly correct.” 
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The Federal District Court, being asked to enjoin the enforce- 
ment of the Commission’s Order, held that “ the fair value of 
complainant’s said property at said time (January 1, 1924) was 
and is not less than $19,000,000 and that the water rates imposed 
in that order are too low and are confiscatory of complainant’s 
said property.” The Commission and the City appealed jointly 
to the Supreme Court, contending that the District Court had 
“adopted as the measure of value the cost of reproduction new, 
less depreciation, estimated on the basis of spot prices as of Jan- 
uary I, 1924, or gave that figure controlling weight.” The Com- 
pany replied that the cost of reproduction, less depreciation, esti- 
mated at spot prices, was more than $22,500,000 and that “ the 
Court did not adopt such costs as a measure or give them an undue 
weight as evidence of value.” The Supreme Court affirmed the 
decree of the District Court and its opinion concludes as follows: 


“On a consideration of the evidence, it is held that the value of the 
property as of January 1, 1924, and immediately following was not less 
than $19,000,000.” # 


Mr. Justice Brandeis delivered a dissenting opinion, in which 
Mr. Justice Stone joined. This opinion pointed out that since 
both the rate-making body and the lower court had purported to 
follow the rule of Smyth v. Ames,° the issue went not to the 
soundness of that rule but to its content. The lower court, said 
the dissenting Justice, “ assumed that spot reproduction cost is 
the legal equivalent of value. ... He believed that the recent 
decisions of this court required him so to hold. In this belief he 
was clearly in error.” ° 





4 Mr. Justice Holmes’ announcement that he concurred “in the result” is 
significant. In the light of the minority opinion of Mr. Justice Brandeis in State 
of Missouri ex rel. Southwestern Beil Tel. Co. v. Pub. Serv. Comm., 262 U. S. 276, 
289 (1922), in which opinion Mr. Justice Holmes joined, it is apparent that Mr. 
Justice Holmes, and perhaps others, could hold views in irreconcilable conflict with 
those expressed by Mr. Justice Butler, and yet join in a decision affirming the 
decree of the lower court. Compare in this connection Bluefield Water Works, 
etc. Co. v. Pub. Serv. Comm., 262 U. S. 679 (1923) and Georgia Ry. & Power Co. 
v. Railroad Comm., supra note 3. 

5 Supra note 2. 

6 The dissent quotes from the opinion of the lower court: “. . . the necessary 
implication [of the recent decisions] is that dominating consideration should be 
given to evidence of reproduction value, and, if that mans anything, it means that 
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In order to appreciate the significance of the majority opinion, 
it is necessary to analyze separately its various elements. The 
opinion seems to rest upon the following series of propositions: 

(1) A public utility property will be “‘ confiscated ” unless rates 
are fixed so as to yield a reasonable rate of return on “ present 
value.” * 

(2) “Present value” of the physical elements is the (esti- 
mated) present (market) value of lands (for other uses), plus the 
(estimated ) present cost of constructing the identical plant (under 
imaginary and impossible conditions ).* 

(3) Present cost of construction is found by using prices of 
materials and wages of labor prevailing at the “ time of construc- 
tion” (qualified by an “ honest and intelligent forecast ” of future 
prices and wages).° 

(4) The “ time of construction ” is the calendar day of valua- 
tion and is not the period of time which would be required to con- 
struct the plant in order to have it in operation on the valuation 
date.*° 

(5) There must be added to the physical value of the property 
thus found, all the intangibie values, particularly “ going value,” 


which must equal that percentage of the physical value which is 
“ generally included.” ** 





evidence of reproduction value spot at the time of the inquiry must be considered 
as evidence of a primarily different character from either of the other three kinds 
of evidence.” Mr. Justice Butler, in affirming the lower court, did not state pre- 
cisely that “spot reproduction cost is the legal equivalent of value.” He did, 
however, approximate such a holding in this statement quoted infra note 8. 

7 “Tt must be determined whether the rates complained of are yielding and 
will yield, over and above the amounts required to pay taxes and proper operating 
charges, a sum sufficient to constitute just compensation for the use of the property 
employed to furnish the service; that is, a reasonable rate of return on the value 
of the property at the time of the investigation and for a reasonable time in the 
immediate future.” (Italics ours.) 

8“... it is true that, if the tendency or trend of prices is not definitely up- 
ward or downward and it does not appear probable that there will be a substantial 
change of prices, then the present value of lands plus the present cost of construct- 
ing the plant, less depreciation, if any, is a fair measure of the value of the physical 
elements of the property.” (Italics ours.) 

9“... in the light of all the circumstances, there must be an honest and 
intelligent forecast as to probable price and wage levels during a reasonable period 
in the immediate future.” 

10 “ But in determining present value, consideration must be given to prices 
and wages prevailing at the time of the investigation; ...” (Italics ours.) 

11 “¢ A good property has an intangible value or going concern value over and 
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The majority opinion makes the entire process of valuation one 
of imaginative guess work.** The evidence to be considered must 
consist wholly of opinions of partisan experts, estimating the cost 
of an imaginary but impossible construction, at imaginary and 
impossible prices, under imaginary and impossible conditions. 

The construction is imaginary because a public utility plant is 
actually built over a period of many years during the development 
of the community it serves. But, for reproduction cost purposes, 
it is arbitrarily assumed that the plant will be built over a period 
of a few years in a community which actually would not be exist- 
ing (or at least not in its present condition) if the plants furnish- 
ing necessary public service had not developed with the commu- 
nity. It is further imaginary because no plant would be rebuilt 
in the same manner and according to the same plan as the present 
one. 

The construction is impossible because any existing plant (after 
blotting it out) could not be reproduced without incurring such 
costs as those for removing pavement over sub-street construction 
or the excess costs of condemning property (over the normal 
market value), which costs are judicially excluded from theoreti- 
cal reproduction costs.** It is also impossible to determine what 
the market values of land, or even the prices of materials and’ 
wages, would be if the public service essential to the community 
existence were not present.* 





above the value of the component parts of the physical property.’ ... And the 
reported cases showing amounts generally included by commissions and courts to 
cover intangible elements of value indicate that ten per cent of the value of the 
physical elements would be low when the impressive facts reported by the Com- 
mission in this case are taken into account.” 

12 See the comment of Mr. Justice Brandeis in the Southwestern Bell Tele- 
phone case, supra note 4, at 299: “‘ But gradually it came to be realized that the 
definiteness of the engineer’s calculations was delusive; that they rested upon shift- 
ing theories; and that their estimates varied so widely as to intensify, rather than 
to allay doubts.” 

18 Des Moines Gas Co. v. Des Moines, 238 U. S. 153 (1915) ; Minnesota Rate 
Cases, supra note 2. 

14 “Tt is an integral part of the communal life. The assumption of its non- 
existence, and at the same time that the values that rest upon it remain unchanged, 
is impossible and cannot be entertained.” Minnesota Rate Cases, supra note 2, 
at 452. 

Cf. also International Harvester Co. v. Kentucky, 234 U. S. 216, 222 (1914), 
where, in speaking of a statute construed to require a combination to estimate the 
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A scientific determination of the reproduction cost of this hypo- 
thetical utility is impossible. There is no question but that com- 
petent and reasonably honest engineers using different theories 
of construction of the same property at the same date, and even 
using the same price levels, may differ from ten to thirty per cent 
in their estimates; whereas, using different price levels, the esti- 
mates of the same engineers may differ from fifty to one hundred 
per cent. Using different price levels, the estimators in the Jn- 
dianapolis Water Co. case varied their estimates of reproduction 
cost from $12,200,000 to $22,600,000. Using the same price 
levels, these experts varied more than $3,000,000 in their esti- 
mates. Experts testifying on the same side disagreed with each 
other to the extent of $800,000 — although these men were em- 
ployed to guess for a common purpose.” 

The majority opinion now puts a seal of approval on the prac- 
tice of ascribing decisive weight to a method of determining value 
which is generally repudiated by practical men as impractical ** 
and by scientific men as unscientific.’ It should be sufficient 
merely to quote the following statement of the Michigan Public 





market value of its product “under fair competition and normal market condi- 
tions,” Mr. Justice Holmes remarked “how impossible it is to think away the 
principal facts of the case as it exists and say what would have been the price in 
an imaginary world.” 

15 The writer of the present article, as special counsel for the City of Chicago, 
brought about a conference and agreement upon estimates of reproduction cost 
of the properties of the Peoples Gas Light & Coke Company in the year 1920, 
between engineers representing the company, the State Commission, and the City 
of Chicago. These agreed-upon figures varied to the extent of $25,000,000, in 
estimating the reproduction cost of physical properties subsequently valued by the 
Commission at $72,000,000. See order of Ill. Pub. Util. Comm., Proceeding No. 
7689, Dec. 21, 1920. 

16 “The commissions working at first hand with the practical problems of 
valuation generally lean more and more decidedly toward fixing value — so-called 
— of public utilities on prudent investment largely and in not a few cases wholly.” 
(1921) 19 Micu. L. Rev. 849, 852, Note. Mr. Justice Brandeis in his opinion in 
the Southwestern Bell Telephone case demonstrates the accuracy of this statement 
by a review of 363 commission valuations in 1920-1923. . 

17 See, e.g., Goddard, Fair Value of Public Utilities (1924) 22 Micu. L. Rev. 
777, and Public Utility Valuation (1917) 15 ibid. 205; Whitten, Fair Value for 
Rate Purposes (1914) 27 Harv. L. Rev. 419; Edgerton, Value of the Service as a 
Factor in Rate Making (1919) 32 ibid. 516; Henderson, Railway Valuation and 
the Courts (1920) 33 ibid. 902, 1031; Hale, The Physical Value Fallacy in Rate 
Cases (1921) 30 YALE L. J. 710. See also CLarK, Socta, Controx oF BusINeEss 
(1926) ; and Baver, EFrectIvE REGULATION oF PuBLic UTILittEs (1925). 
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Service Commission, approved by the Connecticut Public Service 
Commission and cited in the minority opinion in the Southwestern 
Bell Telephone case: 










“ This method of determining value included percentages for engineer- 
ing service never rendered, hypothetical efficiency of unknown labor, 
conjectural depreciation, opinion as to the condition of property, the 
supposed action of the elements; and, of course, its correctness depends 
upon whether superintendence was or would be wise or foolish; the 
investment improvident or frugal. It is based upon prophecy instead 
of reality, and depends so much upon half truths that it bears only a 
remote resemblance to fact, and rises, at best, only to the plane of a 
dignified guess.” 7° 













In addition to the expert guessing contest involved in estimating 
reproduction cost, according to present or past prices, the opin- 
ion also adds an additional gambling factor in requiring “ an 
honest and intelligent forecast as to probable price and wage levels 
during a reasonable period in the immediate future.” *® For at 
least one hundred years (and probably for several thousand years) 
commerce has been offering its greatest prizes to men who could 
make honest and intelligent forecasts of future prices. Today 
the management of any large business would pour wealth into the 
lap of the inspired genius who could make such forecasts. The 
question is presented as to whether, when such forecasts are im- 
possible (as they are most of the time), public utility commissions 
should make any effort to regulate public utility rates. Relying 
upon past prices alone, it would become evident in practically 
every case, by the time the case reached the Supreme Court, that 
there had not been an “ honest and intelligent forecast ” of future 
prices. The illusion of the learned Justice, that a reliable fore- 
cast of future prices can be made, is on a par with the illusion 
which also radiates from the opinion, that there is such a thing as 
a “ relatively permanent price level.” 



























18 Jn re Mich. State Tel. Co., P. U. R. 1921C 545, 554 (Mich.), cited in 262 
U. S. at 300, n. 12. The prevailing rule outside valuation cases is that expert wit- 
nesses “ will not be permitted to guess or to state a judgment based on mere con- 
jecture.” (1920) 22 C. J. 640. 

19 This ruling goes far beyond the previous holding of the Court in the South- 
western Bell Telephone case requiring the use of present prices in order to forecast 
future values. 
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If such a price level has finally appeared, it is a new develop- 
ment in our history, and the Supreme Court deserves great credit 
for up-to-date judicial functioning in its discovery that in the 
last three years we have reached a condition of price stability 
heretofore unknown.”° Starting on a level that we may call 100, 
the wholesale price index in the United States mounted rapidly to 
about 175 in 1800; vibrated up and down for ten years; shot up 
to over 250 and then dropped rapidly to 125 in 1820. It con- 
tinued to vibrate considerably for the next forty years, going as 
high as 135 in 1840 and receding to 100 by 1860. Then it rose 
rapidly during the Civil War to a peak of about 225 and dropped 
rapidly to about 130 in 1870. From then on, with some ups and 
downs, it steadily declined to 75 in 1897; then it started up again 
reaching 110 at the opening of the World War; shot upward to 
275 by 1920 and then dropped steadily downward until it reached 
what the Supreme Court describes as the “ relatively permanent 
level ” of 1923-1926. 

This “ relatively permanent level ” of the last three years looks 
like a storm tossed sea, on a chart, and can only be called “ rela- 


tively level ” in contrast to the tremendous rise and fall of prices 
during the World War. There never has been a time when the 


”? 


“experts ” estimating the reproduction cost of a public utility 
property have not differed widely regarding the past prices which 
should be regarded as fairly “ applicable.” But in making “ hon- 
est and intelligent forecasts ” of future prices, these experts will 
be able to mark up or mark down millions as desired, with scien- 
tific precision and assured inaccuracy. 

Another undesirable novelty of the present opinion is the im- 
portance attached to “ spot” reproduction cost as distinguished 
from reproduction cost at the average of prices during the period 
at which construction would have occurred, The prices and wages 
“ prevailing ” on January 1, 1924, could not have been the prices 
and wages effective during.a construction period of several years 
ending January 1, 1924. Yet such a construction period must be 
assumed in order to have the plant completed on January 1, 1924. 
The entire computation of estimated reproduction cost (including 





20 “ But for the assumption that there will be a plateau [of prices] there is no 
basis in American experience.” Mr. Justice Brandeis in the Southwestern Bell 
Telephone case, supra note 4, at 303, n. 16. 
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the number of hours of labor employed, interest during construc- 
tion and similar factors) requires the assumption of a period of 
years and varying costs of labor and materials.”* 

It is quite consistent with the unreal and unscientific method of 
ascertaining the value of tangible property which is sponsored in 
the Indianapolis Water Co. case, that a new conception of “ going 
value ” suddenly arises out of nowhere in the opinion. The Court 
quotes from the Des Moines Gas case ** the statement: 


“That there is an element of value in an assembled and established 
plant, doing business and earning money, over one not thus advanced, 
is self evident. This element of value is a property right and should be 
considered in determining the value of the property. . . .” 


But the allowance for going value which was made in the lower 
court and approved by the Supreme Court in the Des Moines 
case consisted solely of the overheads allowed in the estimate of 
reconstructing the physical property. These overheads are al- 
ready included in the reproduction cost of the physical elements 
in the Indianapolis Water Co. case. Yet in addition to this phys- 
ical valuation the opinion holds that “ the evidence is more than 
sufficient to sustain 9.5% for going value,” and continues with this 
statement: 


“ And the reported cases showing amounts generally included by 
Commissions and Courts to cover intangible elements of value indicate 
that ten per cent of the value of the physical elements would be low, 
when the impressive facts reported by the commission in this case are 
taken into account.” 


The “ impressive facts” referred to are evidently indicated in 
the following extract from the Commission’s report: 


“ Consider its earning power with low rates, the business it has at- 
tached, its fine public relations, its credit, the nature of the city and 
the certainty of large future growth, the way the property is planned and 





21 Mr. Justice Brandeis in his dissenting opinion in this case made this point 
vividly: “‘ Spot’ reproduction would be impossible of accomplishment without 
the aid of Aladdin’s lamp. ... The search for value can hardly be aided by a 
hypothetical estimate of the cost of replacing the plant at a particular moment, 
when actual reproduction would require a period that must be measured by years.” 

22 Des Moines Gas Co. v. Des Moines, supra note 13, at 165. 
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is being extended with the future needs of the city in view, its operating 
efficiency and standard of maintenance, its desirability as compared with 
similar properties in other cities and with other utilities of comparable 
size in this city. These things make up an element of value that is actual 
and not speculative. It would be considered by a buyer or seller of the 
property or by a buyer or seller of its securities.” 


These “impressive facts” induce Mr. Justice Butler to ob- 
serve that 10% of the value of the physical elements would be a 
low estimate for the “ going value” of the property. Just how 
this intangible element of “‘ going value” obtains a percentage 
relationship to the value of the physical elements is not explained. 
In fact no method is suggested whereby one can ascertain whether 
a plant has a “ going value ” or not, or what the amount of it is; 
and yet the learned Justice complains of the lower court that its 
findings as to value are “ not as specific as good practice requires.” 

It was only a few years ago that the Supreme Court, in a unani- 
mous opinion, held that neither past losses nor good will nor earn- 
ing power should be given a “value” in determining whether a 
rate is confiscatory. The Court then held that there was no evi- 
dence to justify the finding of a master that a business brought to 
successful operation “ should have a going concern value at least 
equal to one-third of its physical properties”; and also held: 
“ Going concern value and development cost, in the sense in which 
the master used these terms, are not to be included in the base 
value for the purpose of determining whether a rate is confisca- 
tory.” ** The present opinion does not purport to overrule the 
unanimous opinion of the Court in the Galveston case and yet the 
“impressive facts ” upon which Mr. Justice Butler relies, seem to 
be very similar to those offered by the utility as evidence of 
“ going value ” and rejected by the Supreme Court in the Galves- 
ton case. 

The question naturally arises as to whether conversely the ; 
Court would approve of a deduction from reproduction cost in the 
case of a utility where the evidence showed the reverse of these 
“impressive facts.” If there is a “ going value” which must be 
added when a public utility is in successful operation, is there a 
“receding value” which should be deducted if the operation is 





23 Galveston Elec. Co. v. Galveston, 258 U. S. 388, 396 (1922). 
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unsuccessful? Suppose that a utility has a poor earning power; 
has only attached part of the available business; is in a constant 
row with public authorities; has an uncertain credit; is established 
in a city of declining population; has been planned and is being 
extended without proper consideration of the future needs of the 
city; has a low operating efficiency and a poor standard of mainte- 
nance; and is undesirable as compared with similar properties. 
Under these circumstances should the unhappy, impoverished 
utility be made more unhappy and further impoverished by de- 
ducting a “ receding value” from the reproduction cost of its 
physical properties? Or is “ going value ” a value which only goes 
in one direction, that is in favor of the investors, and never goes 
in favor of the consumers? 

Finally let it be asked, what possible relationship can this go- 
ing value have to the amount of the physical reproduction cost? 
Let us remember that the identical plant must be reproduced. 
One company builds a brick and stone structure of expensive 
design, on high priced land; another company builds an unpreten- 
tious but efficiently designed, cheap, concrete structure on much 
cheaper land. These companies under efficient operation develop 
the same “ impressive facts,” which require an estimate of “ going 
value.” On the percentage basis the plant of extravagant con- 
struction will get a much larger allowance for “ going value ” than 
the plant of economical construction. What sort of a “ valve” 
is this that defies intelligent computation? It seems quite evident 
that this “ going value ” is another value created purely by judicial 
fiat. “ Intangible ” is a mild word with which to describe it. It 
should really be called “ invisible.” : 

We have now reviewed the propositions which are explicitly or 
implicitly stated in the opinion in the Indianapolis Water Co. case. 
It is evident that Mr. Justice Butler has proceeded on the basis 
of two assumptions: (1) that property devoted to private business 
has an absolute value which can be ascertained by the complicated, 
indefinite process (which he evidently regards as a simple, defi- 
nite process) of estimating the cost of reproducing the existing 
property on the date of valuation, using the price levels “ prevail- 
ing” on that date; (2) that the private owner of public utility 
property should be given the same value for his property that it 
would possess if it were being used in private business. Compared 
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to the error involved in the first of these assumptions, the fact 
that the ascertainment of reproduction cost is an elusive and un- 
scientific process is a minor weakness in the opinion. The out- 
standing fallacy is found in the assertion that cost és the measure 
of value.** 

“Value ” is generally understood to mean the power to com- 
mand a price.** The value of a man’s property is not what he 
pays for it or what it would cost him to reproduce it; it is what he 
can get for it in exchange or in use. The cost of property may 
indicate what the purchaser expected to get out of it or would like 
to get out of it; but it is quite clear that the value of an industrial 
property cannot be ascertained except through consideration of its 
actual or anticipated earning power.” 

The extent of the demand for a product or service and the ex- 
tent of the competition (assuming efficient management) deter- 
mine the earning power (and hence the value) of a plant con- 
structed for industrial uses. If the product is a public necessity, 
the demand may fluctuate; but within limits it can be so relied 
upon and so anticipated that a certain earning power and value are 
assured. If competition is keen, it is probable that this earning 


power and the resultant value will be less than if competition is 
largely eliminated. Even where there is no direct competition 
earning power will be limited: First, by the line at which prices 
will diminish the demand. Second, by the line at which potential 
competition may be brought into action, either directly or through 
a substitute service or substitute goods. Third, by the line at 
which public regulation will come into play, either to destroy or 





24 This fallacy has been demonstrated by the Supreme Court itself. Mononga- 
hela Nav. Co. v. United States, 148 U. S. 312, 328 (1893); C. C. C. & St. L. Ry. 
v. Backus, 154 U. S. 430, 445 (1804). Cf. International Harvester Co. v. Kentucky, 
supra note 14, at 222, where Mr. Justice Holmes defines value “as the effect in 
exchange of the relative social desire for compared objects expressed in terms of a 
common denominator.” See also Standard Oil Co. v. Southern Pacific Co., 268 U. S. 
146 (1925), where Mr. Justice Butler in his opinion distinguishes between “ cost ” 
and “ value.” 

25 Taussic, PrincrpLtes oF Economics (1911) 115; LAUGHLIN, ELEMENTS OF 
PotiticaL Economy (1915) 75. 

26 A striking example of the difficulty of realizing a theoretical “value” is 
shown in the inability of the New York, New Haven & Hartford R. R. to sell 
an abandoned terminal in the heart of Boston, resulting in a loss of two-thirds of 
its investment in eleven years. See San Pedro, Los Angeles & Salt Lake R. R., 
75 1. C. C. 463, 535 (1923). 
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to regulate the monopoly which is enforcing a “ tax ” rather than 
a selling price. 

In the public utility field, monopoly (partial or complete) is 
accepted as a desirable condition. But for many centuries such 
monopolies have been subject to regulation in order to prevent 
the charging of unreasonable rates. The charging of unreason- 
able rates, if skillfully imposed, undoubtedly would enhance the 
value of the property used. Thus we find that the very purpose 
and necessary effect of public regulation is to diminish the value 
that otherwise might be realized.” 

The value of property which an owner can reasonably hope to 
realize in private business, where there is competition, is the value 
which results from an earning power obtained by selling goods or 
services for approximately their cost of production. So long as 
there is real competition, it is clear that cost of production (in- 
cluding what is regarded as a fair return on investment) will 
control prices.”* 

There is therefore discernible in the operations of private busi- 
ness a method for measuring a fair charge which might well be 
applied in the valuation of public utility properties *® but to which 
the opinion in the Indianapolis Water Co. case gives no considera- 
tion. The Supreme Court of Illinois indicated the use of this 
method in the following language: *° 


“ Fixing rates by public authority may secure to each individual the 
advantage of collective bargaining by all in behalf of the whole body of 
consumers and result in such a rate as might properly be supposed to 
result from free competition, if free competition were possible.” 





27 Some of the principal factors which determine the value of a private business 
property to its owners are absent from or modified in their effect upon the value 
of a public business property to its owners, as the Supreme Court has specifically 
held in many cases, as, e.g.: Branch v. Jesup, 106 U. S. 468 (1882) ; Cent. Trans. Co. 
v. Pullman Co., 139 U. S. 24 (1891); C., B. & Q. R. R. v. City of Chicago, 149 III. 
457, 37 N. E. 78 (1894), aff'd, 166 U. S. 226 (1896); Minnesota Rate Cases, 
supra note 2; Penn. Coal Co. v. Mahon, 260 U. S. 393 (1922) ; Dayton-Goose Creek 
Ry. v. United States, 263 U. S. 456 (1924). 

28 Ery, Economics (4th ed. 1924) 158 et seg.; MARSHALL, PRINCIPLES OF 
Economics (4th ed. 1898) Book 5, c. 7, §§ 5-6. 

29 Kirshman, The Principle of Competitive Cost in Public Utility Regulation 
(1926) 35 Yate L. J. 805. See also an article by the present writer, A Permanent 
Basis for Rate Regulation (1922) 31 ibid. 263. 

80 Util. Comm. v. Springfield Gas Co., 291 Ill. 209, 217, 125 N. E. 891, 805 
(1920). 
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What competition is reasonably conceivable in the furnishing of 
public utility service? Clearly it is the competition of the public 
itself which the private utility operators must always meet. Those 
who devote property to public utility service have taken upon 
themselves a function of the state. They have offered to do the 
work more efficiently, and, if not more cheaply, at least not more 
expensively than if the state itself furnished the service. Not 
so long ago the question was asked in an opinion of the Supreme 
Court: “ Is there not force in the suggestion that as the state may 
do the work without profit, if he voluntarily undertakes to act for 
the state he must submit to a like determination as to the para- 
mount interests of the public? ” * 

It is not necessary to suggest that public services should be 
furnished without profit merely because the state might so furnish 
them. But it is pertinent to suggest that those who have under- 
taken to render public service have undertaken, from the begin- 
ning and in every year of their trusteeship, to meet the potential 
public competition and certainly have undertaken to furnish this 
service without demanding such a profit as twice the earnings on 


capital which would be required to finance a publicly owned public 
service. 


The measure of value suggested in the Indianapolis Water Co. 
case opinion can have no possible justification, unless it is offered as 
the measure of a competitive value. We cannot assume that the 
Court would attempt to justify establishing an admitted monopoly 
value. Apparently the argument of the opinion is that if it would 
cost the public $19,000,000 on January 1, 1924 to duplicate the 
service rendered by a privately owned public utility, then the 
private owners are entitled to charge rates sufficient to produce 
a fair return on $19,000,000. This is in fact a monopoly value — 
or what is called a “ hold-up price”; that is, the most that any 
sane buyer would pay. But let us call this “ value ” euphoniously 
“the cost of competition,” and then let us go back a few years 
and let us assume (as seems reasonable according to the record of 
this case) that on January 1, 1917 the property could have been 
duplicated for $13,000,000. If the public had then duplicated 
the property, or had condemned it, for that amount, certainly no 





7 Mr. Justice Brewer in Cotting v. Kansas City Stock Yards Co., 183 U. S. 
79, 94 (1901). 
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one would suggest that on January 1, 1924 it would be necessary 
to raise rates so as to produce a profit on $19,000,000. 

Let us go still further back. Let us consider the situation at 
the time when that public utility plant was constructed. Assume 
that the present plant cost $9,500,000 originally and that since that 
time there have been no additional private investments; but that 
through maintenance and renewals out of operating expenses the 
plant has been brought to its present condition, and that today it 
would cost $19,000,000 to reproduce the plant according to a 
conservative estimate of reproduction cost. When that plant was 
built at a cost of $9,500,000, if the owners had then announced 
that some years later they would insist upon being allowed to earn, 
not 7% on $9,500,000, but 7% on $19,000,000, or in other words 
14% on their investment, is it not certain that the public either 
would have built a competing plant or would have condemned and 
taken over the plant already built? 

The theory of the opinion under discussion permits the utility 
to disregard its implied promise from the beginning of the enter- 
prise that the private operation of the public service should not be 
used as the means for compelling the public to pay rates grossly 
in excess of those which could be secured for the public by public 
operation of public service. Public competition has been pre- 
vented by assurance that the benefits of “ free competition ” would 
be preserved. Essentially the demand of the utilities for a mo- 
nopoly value is a breach of faith. Under the theory, once popular 
and still sound, that private owners of public utilities are public 
trustees,*’ it may be fairly said that such a demand is a violation of 
an accepted trust. Private owners have undertaken to do the work 
of the state upon certain representations, not merely implied in 
their offer, but written into long recognized legal obligations. 
These representations they now repudiate. These obligations they 
now forswear. And the opinion of the Supreme Court finds their 
right to do this embedded in the Constitution! 


It has been impossible within the limits of this article to discuss 
all the assumptions, implications and effects of this important opin- 
ion. Also it has been impossible to segregate carefully those ideas 
and expressions which have been developed partially in previous 





82 Smyth v. Ames, supra note 2, at 544; Dayton-Goose Creek Ry. v. United 
States, supra note 27. 
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opinions, from those which are peculiarly the product of this one 
opinion. The present case, as has been pointed out, is unique in 
its omission of qualifying phrases and in its substitution of repro- 
duction cost as the sole criterion of present value, instead of deter- 
mining the latter by “‘ a reasonable judgment having its basis in a 
proper consideration of all relevant facts.” * It is very much to 
be hoped that the Court’s opinion as distinguished from its de- 
cision represents only the views of Mr. Justice Butler, and not 
those of the six members of the Court for whom he purported to 
speak.** 

In concluding this review let us recall that the purpose of rate 
regulation is to determine what earning power shall be allowed to 
a public utility, and suggest that certain truths should be self- 
evident: First, the present value, which can be ascertained from 
market quotations, depends on the present earning power. Sec- 
ond, to maintain this “ value ” the usual procedure would be to 
continue the present rates. Third, if rates are to be regulated up 
or down, a new earning power will result. Fourth, therefore, the 
question presented in rate regulation is not what the present value 
is, but what the future value should be. 

We may be sure that, regardless of what he said, Mr. Justice 
Butler was trying to ascertain, in the Indianapolis Water Co. case, 
not what the “ present value” of the Water Company’s property 
was On January 1, 1924, but what the future value would be if 
rates were correctly fixed. Then he evidently assumed that if 
rates were correctly fixed the resultant value of the property would 





33 Mr. Justice Butler approved this standard, quoted from the Minnesota Rate 
Cases, supra note 2, in his own opinion in Bluefield Water Works, etc. Co. v. Pub. 
Serv. Comm., supra note 4; and on the same day tacitly joined in the rejection of 
reproduction cost as the sole measure of value in the opinion of Mr. Justice Brandeis 
in Georgia Ry. & Power Co. v. Railroad Comm., supra note 3; in which latter case 
Mr. Justice McKenna in a solitary dissent asserted that reproduction cost, less de- 
preciation was the “ measure of the value of the utility.” 262 U. S. at 636. 

84 Tt has been pointed out in note 4 supra that it would be impossible for Mr. 
Justice Holmes, in view of his concurrence in Mr. Justice Brandeis’ dissent in the 
Southwestern Bell Telephone case, to approve a court’s ascribing “ dominating 
consideration ” to reproduction cost. The inference is plain that Mr. Justice 
Holmes must have concluded that the lower court in the Indianapolis Water Co. 
case did not, in spite of the language in its opinion, give dominating force to this 
factor. It may well be that other members of the Court whose views did not 
demand that they should explicitly dissociate themselves from the language of 
Mr. Justice Butler’s opinion, nevertheless agreed only in his decision, namely, that 
the action taken by the lower court should stand. 
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be the same as though the rates had not been fixed. The assump- 
tion is clearly implied that if rates were not fixed, the property 
would have a certain earning power that would give it a certain 
value, and that the property ought to have that same earning 
power as the result of rates fixed by the Commission. This as- 
sumption indicates that there is little use or purpose in govern- 
mental rate regulation, except to determine as nearly as possible 
“ what the traffic will bear” in order that the owners of public 
utilities may realize that highest possible value of property which 
results from its maximum earning power. Any diminution of this 
value is apparently regarded as “ confiscation.” 

The learned Justice utterly ignores the important fact that the 
exercise of the power of the Government to fix rates inevitably 
must either deflate the value of the property toward its minimum 
earning power, or inflate it toward its maximum earning power. 
The exercise of this power, therefore, requires at all times a 
balanced consideration of what earning power, and what resultant 
value, is fair, not only to the owners of the property, but also 
to the users of the property. Mr. Justice Butler’s attempt to as- 
certain an absolute “ value ” which is supposed to exist regardless 


of the interests of the public and the consumers, was foredoomed 
to failure. The result of this futile attempt is that he has neither 
found what the present value of the property is, nor stated what 
the fair value of the property should be. He has arbitrarily given 
the property a fiat value *° and has issued a command that the 
public shall pay enough in rates to make this fiat value an actual 
market value. 


Donald R. Richberg.* 


Cuicaco, ILLio!s. 





35 The amount of “ investment ” in the railroads and other public utilities upon 
which rates are now based exceeds $30,000,000,000. The “ value” of these “ in- 
vestments ’’ would be doubled by a valuation on the basis of reproduction cost 
estimated at “ present prices” in accordance with this opinion. See the Reports 
of the Interstate Commerce Commission and the Department of Commerce for in- 
vestment figures, and Wall Street Journal of August 3, 1926, for estimated “ value.” 

* The writer has been general counsel for the National Conference on Valuation 
of American Railroads since 1923, and special counsel for the City of Chicago in 
gas matters since 1915. It is interesting also to note that Mr. Justice Butler was for 
many years, prior to his elevation to the bench, principally engaged in representing 
railroads and other public utilities in valuation cases. 
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AMENDMENT OF THE BANKRUPTCY ACT 


ie the preceding instalment of this article,** we discussed 
chiefly the sections of the Bankruptcy Act amended in 1926. 
As there suggested, problems still arising under the Act as it stands 
suggest the desirability of amendments less closely related to the 
recent legislation. 


QUESTIONS OF SURETYSHIP AND CONTINGENT CLAIMS 


A. Insolvent Principal: Creditor v. Surety 


The intersections of the law of bankruptcy with the law of 
suretyship involve difficulties not easily surmounted. The bank- 
ruptcy statute at present follows the conservative course of saying 
as little as possible about suretyship questions. That course is 
far preferable to enacting any provisions on the subject without 
careful circumspection, as the courts are left free to avoid gross 
miscarriages of justice in particular cases, but various problems 
arise which are not inherently insoluble in general terms. It is 
worth considering the addition of a new paragraph, 60(e), to the 
following effect: 


If a party to a negotiable instrument pays the holder under such cir- 
cumstances that the holder has reasonable cause to believe that such 
party is insolvent and that a voidable preference will be effected if the 
bankruptcy of the party making the payment intervenes within four 
months, the holder may notify any party entitled to notice of dishonor 
that he will surrender such payment if bankruptcy does so intervene, 
and if such notice is served with due diligence and dispatch, such party 
entitled to notice of dishonor shall not be discharged from liability by 
reason of such payment if such bankruptcy does so intervene and such 
holder surrenders such supposed preference in the exercise of due care in 
ascertaining his obligation so to do. In case a surety upon an obligation 
other than a negotiable instrument is entitled to notice of the principal’s 
default, the creditor may preserve his rights against such surety by a 
similar notification and surrender. In case the surety is not entitled to 
any such notice by the terms of his undertaking or other provisions of 





136 (1927) 40 Harv. L. REv. 341. 
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law, he shall be entitled to no notice under this paragraph, and he shall 
not be discharged by such a payment so surrendered. 


The holder of a note with an insolvent maker and a solvent 
indorser is in a quandary when the insolvent tenders payment. 
He runs a risk of discharging the indorser whatever he does, and 
if he accepts payment, he may be compelled to surrender the pay- 
ment if bankruptcy ensues. If he perceives this quandary, the 
paragraph in question points out the safe course. It would not 
be desirable to allow the holder to hold the indorser if, and only 
if, he refuses to accept payment. It would be unfair to the indorser 
to prolong his liability or to require him to pay if the holder is 
wrong as to his estimate of the maker’s financial condition or 
prospects. The proposed provision allows an adjustment after the 
event of bankruptcy has removed such speculative factors from 
the situation."** Perhaps the above requirements of notice should 
be eliminated. Notice of default or dishonor on the part of the 
principal is reasonably required apart from bankruptcy complica- 
tions in order to enable the surety to proceed promptly against the 
principal to enforce payment or indemnity. Under the circum- 





187 Tf the creditor has no reasonable cause to believe that a preference is effected, 
no difficulty can arise under the present Act. Before the amendment of 1903 to 
§ 57(g) a creditor without such cause might be compelled to surrender as a condition 
of proving his claim on the unpaid balance of the debt on which the surety was in- 
valved. In such a case it was clearly correct to hold the surety not discharged by 
such a surrender. Swarts v. Fourth Nat. Bank, 117 Fed. 1, 9-13 (C. C. A. 8th, 
1902). Cases under other statutes where preferences were avoided without such 
cause for belief are to the same effect. Petty v. Cooke, L. R. 6 Q. B. 789 (1871) 
(under (1861) 24 & 25 Vict. c. 134) ; Perry v. Van Norden Trust Co., 118 App. Div. 
288, 103 N. Y. Supp. 543 (1907) (§ 48 of N. Y. Stock Corporation Law enforced 
by trustee under § 70(e) of National Bankruptcy Act). See Wright v. Gansevoort 
Bank, 118 App. Div. 281, 286, 103 N. Y. Supp. 548, 552 (1907). 

It has been held that the surety is not released even where the creditor has had or 
may have had such cause. Watson v. Poague, 42 Iowa, 582, 583 (1876); Harner v. 
Batdorf, 35 Ohio St., 113 (1878) (secondary basis of decision) ; Second Nat. Bank 
v. Prewitt, 117 Tenn. 1, 96 S. W. 334 (1906) (demand and notice waived) ; Hooker 
v. Blount, 44 Tex. Civ. App. 162, 97 S. W. 1083 (1906) (instructions to lower court 
for further disposition of case) ; Rider v. First Nat. Bank, 62 Tex. Civ. App. 589, 
133 S. W. 905 (1910) (reasonable cause inferable) ; Higdon v. Bell, 25 Ga. App. 54, 
to2 S. E. 546 (1920) (syllabus). See Northern Bank of Ky. v. Farmers’ Nat. Bank, 
111 Ky. 350, 360, 63 S. W. 604, 607 (1901) (Kentucky insolvency law). The Su- 
preme Court, however, made a deliberate statement to the contrary, arguendo under 
the Act of 1867, which may still cause trouble. See Bartholow v. Bean, 18 Wall. 
635, 642 (U.S. 1873) ; followed in Jn re Ayers, Fed. Cas. No. 685 (W. D. Wis. 1874). 
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stances here considered the surety will have difficulty in taking 
such procedure without precipitating an act of bankruptcy by way 
of preference. But this consideration does not necessarily afford 
sufficient reason for not providing him with the notice above speci- 
fied in lieu of the ordinary notice of dishonor.*** He may be able to 
get security from a relative or business associate of the bankrupt 
without obtaining a preference. He may properly proceed to take 
the initiative in arranging an assignment for the benefit of creditors 
or a composition with or without bankruptcy. The chance of re- 
taining the benefit of the preference by inaction may be worth 
less to him than the chance of avoiding a bankruptcy by negotia- 
tion.**° 


B. Bankrupt Principal: Surety v. Principal 


The case of a surety on a claim against a bankrupt principal 
debtor is covered under Section 57(i) of the existing Act, which 
permits the surety to prove against the principal in the creditor’s 
name.**° This requirement is made only as a matter of adminis- 





138 Failure to notify the surety of the circumstances before accepting a tender 
with knowledge of the principal’s insolvency was held to discharge the surety, in 
Northern Bank of Ky. v. Cooke, 13 Bush, 340, 344 (Ky. 1877), on the theory that 
the creditor should follow the surety’s advice as to whether to accept. The theory 
seems erroneous, but if the creditor were warned by statute to give the notice, the 
result might be fair in like cases. It has been urged that the indorser cannot be 
deprived in these cases of the notice of dishonor to which he is generally entitled. 
See Ingraham, J., dissenting, in Perry v. Van Norden Trust Co., supra note 137, 
at 294, 103 N. Y. Supp. at 547. 

139 A literal interpretation of §60(b) as it now stands might result in unfair 
treatment of the surety. Thus if a preference were given to the creditor by way of 
security, its value could be recovered from the surety who would be benefitted 
thereby so as to be liable under that paragraph. If the security depreciated or if 
the surety, after taking the security over from the creditor, were not for any reason 
able to realize the value assigned to it as a preference, he would suffer loss without a 
remedy. This possibility would not exist under the draft of § 60(b) recommended. 
See (1927) 40 Harv. L. Rev. at 379. The literal interpretation in question was 
ignored in American Exchange Bank v. Geotz, 283 Fed. goo (C. C. A. 7th, 1922), 
which holds that the trustee cannot recover the value of property preferentially 
pledged but not converted. 

140 Tf the surety has paid the creditor before bankruptcy, § 57(i) has no appli- 
cation, for the situation is considered as of the date of the petition, and then the . 
creditor has no claim, and hence is not a creditor as defined in § 1(9). The surety 
should be allowed to prove either upon the theory of subrogation or reimbursement, 
as there is only one claim against the bankrupt estate and there is no danger of 
double proof. Wright v. Rumph, 238 Fed. 138 (C. C. A. 5th, 1916). This case 
further illustrates that there is no double or multiple proof of the sort forbidden by 
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trative convenience to prevent the possibility of the creditor and 
the surety between them getting more than the dividends which 
should be paid upon what is really only one claim against the 
estate, although it has a double aspect. The surety is thus de- 
prived of his remedy of reimbursement, if he pays after bank- 
ruptcy, and is remitted to his remedy by way of subrogation.’** 
It is further provided by rule of court that “ no dividend shall be 
paid upon such claim, except upon satisfactory proof that it will 
diminish pro tanto the original” (principal) debt.*** In short 
the surety may prove only the creditor’s claim and not his own.“ 
Nevertheless, since he is protected to the extent described, the 
Supreme Court has decided that he has a provable claim and that 
he is barred by the principal debtor’s discharge in bankruptcy 
from making any claim against the principal on account of the 
transaction in question whether he chooses to prove or not.*** The 
Act makes no provision for the situation that arises when the 
creditor has received a preference or a fraudulent conveyance 
which prevents his claim from being allowable under Section 
57(g). If the bar to allowance consists of or includes a preferen- 
tial payment upon the claim upon which the surety is liable and 
which has reduced his liability to the creditor by more than the 
dividend he would receive from the bankrupt estate, the surety is 
better off than he has a right to expect. But if the surety’s lia- 
bility has not been reduced to that extent, he may be deprived of 
the benefit of his claim against the bankrupt on account of trans- 
actions over which he has had no control.*** A bankruptcy court, 
being a court of equity, undoubtedly has power to make such order 
as meets the equities of the case, but an express provision for the 





the Act, where each of several sureties pays his proportionate part of the principal 
debt and comes in as a petitioning creditor in his own right. 

141 Jn re American Paper Co., 246 Fed. 790 (C. C. A. 3d, 1917); J. S. Farming 
Co. v. Brannon, 263 Fed. 891 (C. C. A. 6th, 1920). See 2 Cortrer, BANKRUPTCY 
(13th ed. 1923) 1163-65. 

142 GENERAL OrDER XXI (4). 

143 See Insley v. Garside, 121 Fed. 699, 702 (C. C. A. 9th, 1903); 2 Coxzmr, 
op. cit. supra note 141, at 1165. 

144 Williams v. U. S. Fidelity Co., 236 U. S. 549 (1915). 

145 The bar of § 57(g) applies to creditors and not to claims. A creditor may 
be barred from proving a claim because of a preference received on another claim. 
In re Dickson, 111 Fed. 726 (C. C. A. 1st, 1901); Dunn v. Gans, 129 Fed. 750 
(C. C. A. 3d, 1904) ; Swarts v. Siegel, 117 Fed. 13 (C. C. A. 8th, 1902) ; Im re Dix, 
267 Fed. 1016 (N. D. N. Y. 1920). 
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situation would serve to facilitate administration and clarify the 
understanding of a complicated situation.** The underlying prin- 
ciples are obvious. The surety should not suffer through action of 
the creditor for which he is not responsible. On the other hand 
as applied to the creditor, the provisions of Section 57(g) have a 
wholesome effect in putting pressure upon him to surrender prefer- 
ences and fraudulent conveyances, and that pressure should not be 
relaxed in order to benefit the surety. Of course an obvious way 
out of the difficulty is to make the creditor surrender the pref- 
erence or the fraudulent conveyance and then allow the claim, but 
the innocent surety should not be compelled to undertake the bur- 





146 We have not found a case where this situation has been squarely faced. 
In Swarts v. Siegel, supra note 145, and Livingstone v. Heineman, 120 Fed. 786 
(C. C. A. 6th, 1903), the surety was barred. by reason of preferences received by 
the principal creditor on other claims, but the surety had been also bound on such 
other claims and was so benefitted by the preferences. In Morgan v. Wordell, 178 
Mass. 350, 59 N. E. 1037 (1901), a way was found out of the difficulty by allowing 
the surety to use his claim by way of set-off against a claim which the bankrupt 
happened to have against him. The opinion went upon the theory that a claim to 
be set off need only be provable in its nature. However, it is now pretty clear that 
a claim to be set off must not only be provable in its nature but provable and allow- 
able. See p. 600 infra. In an earlier phase of the same bankruptcy, Judge Lowell 
threw out the suggestion that “ the right of set-off . . . may not depend altogether 
upon the form required in proving the debt. ... The rule that a surety may 
generally set off a payment made on the principal’s debt against his debt due the 
principal does not seem to be based upon the technical form of proof, but upon 
broad principles applicable generally in bankruptcy.” See Jn re Dillon, 1oo Fed. 
627, 630 (D. Mass. 1900). The difficulty is that unless the surety pays before 
bankruptcy, there is no such rule, and such a rule would conflict with the principles 
applicable in bankruptcy in such cases. The surety has no right to reimbursement, 
and when he steps into the creditor’s shoes by way of subrogation, he cannot set 
off his debt which lacks the necessary element of mutuality or reciprocity with 
reference to the claim asserted. Jn re Bingham, 94 Fed. 796 (D. Vt. 1899) ; Western 
Tie & Timber Co. v. Brown, 196 U. S. 502 (1905) ; Springfield Nat. Bank v. Ameri- 
can Surety Co., 7 F. (2d) 44 (C. C. A. 6th, 1925) ; U. S. Fidelity Co. v. Wooldridge, 
268 U. S. 234 (1925). See (1899) 13 Harv. L. Rev. 221. But see (1926) 39 ibid. 
400. Cf. (1926) 26 Cor. L. Rev. 477. He is not deprived of such right of 
reimbursement with the consequences of a set-off for technical reasons without 
substance, but in order to avoid the dangers of double proof. In re American 
Paper Co., supra note 141. The draft provision in the text permits him to stand on 
his own equities under limitations for the protection of the bankrupt estate in no 
way implied in the suggestion that he should generally have a right of set-off. The 
Supreme Court has probably indicated a disinclination to extend the application of 
set-offs in cases of insolvency by recently rejecting a plea for a novel extension of 
the doctrine of marshalling. Sowell v. Federal Reserve Bank, 268 U. S. 449 (1925). 
But see (1925) 39 Harv. L. Rev. 256. 
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den of forcing such action, and for various practical reasons it 
might be inadvisable for the trustee to undergo the trouble and 
expense of the necessary proceedings. After exploring many by- 
ways the solution has presented itself of letting the claim be al- 
lowed unless the surety is at fault and letting him receive the 
dividends whether he has paid the creditor or not. The creditor 
can then make his full claim against the surety outside of bank- 
ruptcy and the surety will be out of pocket the amount of his 
obligation less the dividends and no more — which is just as it 
should be. If the surety has been discharged, the claim is not 
“secured by the individual undertaking of any person,” Section 
57(i) does not apply, and he could not prove in the first place. 
If anything happened to discharge the surety after allowance of 
the claim and before payment of a dividend, the claim in question 
could be excluded from such dividend unless the creditor made 
a timely surrender of his preference or transfer. If the creditor 
makes such surrender in due season, he can, of course, claim the 
dividends whether the surety is discharged or not. In case the 
surety is responsible for the objectionable preference or transfer, 
the claim can be disallowed. In case his liability has been reduced 


by a preference given the creditor without his fault, the amount of 
such benefit to him can be deducted from his dividends. These 
ideas are expressed in the following proviso to be added to 
Section 57(g): 


Provided, that the claim of a person proving in a creditor’s name under 
paragraph (i) of this section shall not be refused allowance merely be- 
cause thé creditor has received a voidable preference upon a separate 
claim or a transfer void or voidable under Section 67, paragraph (e), 
unless the court finds that such person has aided or abetted in such 
preference or transfer under such circumstances that it is equitable to 
refuse to allow the claim in question. In case a claim is allowed under 
the authority of this proviso dividends thereon shall be paid to such per- 
son and not to the creditor, without regard to any question as to whether 
such person has paid any part of the amount of such claim to the 
creditor; and provided further, that in case such person has received any 
financial benefit from such voidable preference or transfer under such 
circumstances that his claim should not be entirely disallowed on that 
account, such claim shall be disallowed to such an extent that the divi- 
dends payable upon the full claim shall be diminished by the amount of 
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such financial benefit, and provided further, that in case the creditor 
surrenders the preference or transfer which prevents the allowance of his 
claim ten days before the payment of any dividend, he shall be entitled 
to receive such dividend and subsequent dividends to the extent that his 
claim has not been paid. 


Two alternative solutions are perhaps both simpler and more 
radical. One would be to go back to the theory of the Act of 
1867 *** and let the surety have a general right to prove his own 
claim in his own name. Double proof would not necessitate double 
dividends under proper administrative provisions set up by statute 
or by rule of court. Another remedy would be to provide that 
the surety is discharged by any action of the creditor which pre- 
vents the surety from protecting himself by proof in the creditor’s 
name and that if he has paid the creditor without knowledge of 
the facts which give rise to this defense he may recover the pay- 
ment. This would have the advantage of putting additional pres- 
sure to bear upon the preferred creditor to surrender his prefer- 
ence. It would involve laying down rules for the state courts in 
matters collateral to bankruptcy, which the proposed provision 
does not do, but that consideration need not be conclusive. The 
foregoing solution has been put forward chiefly because the path 
of least resistance would seem to lie in the direction of a narrow 
change, internal to bankruptcy administration, and adapted to 
meet the specific difficulty considered. 


C. Bankrupt Surety: Creditor v. Surety 


The foregoing discussion has concerned a bankrupt principal 
and a surety who may be solvent, but the Act makes no definite 
provision for situations such as those which arise when the surety 
is bankrupt and at the time of his bankruptcy he is only liable 
upon the contingency of a default by the principal debtor, who 
may be solvent and whose default has not occurred at the time of 
bankruptcy, and may never occur. The Act provides that un- 
liquidated claims may be liquidated in such manner as the court 
may direct, but says nothing in terms about claims which are not 
only unliquidated in amount but whose very existence as an en- 
forceable obligation is not determined at the time of bankruptcy. 





147 Act of Mar. 2, 1867, $19, 14 STAT. 517, 525 (1867). 
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It is sometimes said that contingent claims are not provable,'** 
but courts have held such claims provable if the contingency can 
be determined while the creditor still has a reasonable opportunity 
to file his claim.**” 

It is desirable to clear up in a single bankruptcy proceeding as 
many as possible of the entanglements in which the debtor has 
become involved at the time of bankruptcy. To this end former 
bankruptcy statutes have provided expressly that contingent 
claims be provable,’ but the courts have held it impossible to 
apply such provisions to cases where the contingency cannot be 
determined or fairly valued during the bankruptcy administra- 
tion.*** The failure of the Act of 1898 to deal with this situation 
leaves the field in confusion. The English practice of requiring a 
creditor who holds a contingent claim to present it to the court so 
that the court can determine whether or not it is provable and 
hence barred, affords a good suggestion for meeting the case. The 
following suggested addition to Section 63(b) has been adapted 
from Section 30 of the English Bankruptcy Act of 1914: *”” 


Unliquidated claims and contingent claims to which the bankrupt is 
subject at the date of the petition and which may be or become absolute 
before the expiration of six months from the date of the adjudication, by 
reason of any obligation incurred before the petition, may be provable 
claims, and any such claim must be submitted for allowance under oath 
as specified in Section 57 or be barred by a discharge. The trustee shall, 
if possible, make an estimate of the value of any such claim. Any person 
aggrieved by the trustee’s estimate thereof or his failure to estimate the 
same, may appeal to the court. If, in the opinion of the court, the value 
of the claim is incapable of being promptly and fairly estimated, the 
court may make an order to that effect, and the claim shall be deemed 





148 See, e.g., 2 REMINGTON, BANKRUPTCY (3d ed. 1923) § 774. 

149 Cases are collected in the first instalment of this article. See (1927) 40 
Harv. L. Rev. at 348, notes 33 and 34. 

150 Act of Mar. 2, 1867, § 19, 14 STAT. 517, 525 (1867); Act of Aug. 19, 1841, 
§ 5, 5 Stat. 440, 444 (1841); (1720) 7 Geo. I, c. 31; (1825) 6 Geo. IV, c. 16, 
§§ 51-56; (1849) 12 & 13 Vicr. c. 106, §§ 177, 178; (1869) 32 & 33 Vict. c. 71, § 31; 
(1883) 46 & 47 Vict. c. 52, $37. 

151 Riggin v. Magwire, 15 Wall. 549 (U. S. 1872); Sayre v. Glenn, 87 Ala. 631 
(1888); Tully v. Sparkes, 2 Ld. Raym. 1546, 2 Strange, 867 (1730); Amott v. 
Holden, 18 Q. B. 593 (1852). See Wittiston, Cases oN Banxruptcy (2d ed. 1915) 
479 n., 482 n., 484 n. 

152 (1914) 4 & § Geo. V,c. 509. 
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not provable. If such value is capable of being promptly and fairly 
estimated, the court may direct the claim to be liquidated or assessed, 
with or without the intervention of a jury, in the bankruptcy court or in 
any court having jurisdiction in pending proceedings, or otherwise, and if 
the court deems that the administration of the estate will not be unduly 
delayed thereby, the assessment or liquidation of such claim may be 
postponed until it is determined whether or not such a contingent claim 
is to become absolute. 


Such an amendment should be supplemented by repealing the 
clause in Section 57(n) extending the time for proving a claim 
liquidated by litigation. As an error in judgment in estimating 
the sum to be available for dividends might cause an unliquidated 
or contingent claim which is not promptly valued to lose its 
proper dividend, Section 17 should be supplemented as follows: 


If for any reason not the fault of the holder, dividends paid to other 
creditors of the same class of priority are not fully paid to the holder 
of a contingent or unliquidated claim who has submitted the same for 
allowance as specified in Sections 57 and 63, or to the holder of a claim 
for the breach of an executory contract which might be adopted by the 
trustee under the provisions of Section 70,** such portion of such claim 
as represents the deficiency in such dividends shall not be affected by 
a discharge. 


DECLARATORY ADDITIONS TO SECTION 17 


At the end of Section 17 the following provision may be also 
added: 


A promise made before bankruptcy by the bankrupt to waive a dis- 
charge shall be void.*** If a debtor is adjudged a bankrupt and does 





153 For an explanation of this clause relating to § 70, see the discussion of that 
section, infra p. 607. 

154 This is a necessary consequence of the policy of the Act in favor of extricat- 
ing a debtor from his entanglements at the date of the petition. Federal Nat. Bank 
v. Koppel, 253 Mass. 157, 148 N. E. 370, 40 A. L. R. 1443, and note (1925). See 
Zavelo v. Reeves, 227 U. S. 625 (1913); Im re Home Discount Co., 147 Fed. 538, 
548 (N. D. Ala. 1906); WILLISTON, op. cit. supra note 151, at 648 n. A few old 
decisions and a Supreme Court dictum might make some trouble, however. Kings- 
ton v. Wharton, 2 S. & R. 208 (Pa. 1816); Haines v. Stauffer, 13 Pa. St. 541 
(1850). See Wallace v. Loomis, 97 U. S. 146, 156 (1877). The Pennsylvania cases 
seem to be overruled. May v. Merchants & Mechanics Bank, 109 Pa. St. 145 
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not obtain a discharge, debts provable in such bankruptcy proceedings 
shall not be affected by a discharge in subsequent proceedings.’ 


These principles are believed to be in accordance with existing 
law, but their express enunciation will lead to clarity, and conse- 
quently to the elimination of dilatory arguments and needless 
examination of authority. 


PETITIONING CREDITORS 


In view of certain decisions which have introduced uncertainty 
where none is apparent on the face of the Act,’** it would be well 
to add to Section 59(b): 


The claims of petitioning creditors need not have been in existence at 
the time of any act of bankruptcy alleged or at any time prior to the 
date of filing of the petition.**” 


It has been held that creditors who are disenabled to file a peti- 
tion because of having assented to a general assignment are not 
to be counted as creditors for the purpose of determining the num- 





(1885). See (1926) 20 Inv. L. Rev. 509. Cf. Bosler v. Rheem, 72 Pa. St. 54 (1872). 
But that fact has not been generally recognized. See Federal Nat. Bank v. Koppel, 
supra, at 380; WILLIsTON, loc. cit. supra; (1926) 40 A. L. R. 1447, note. 

155 Freshman v. Atkins, 269 U. S. 121 (1925), and cases cited. See (1926) 26 
Cot. L. REv. 226. 

156 Jy re Brinckmann, 103 Fed. 65 (D. Ind. 1900) ; Jn re Callison, 130 Fed. 987 
(S. D. Fla. 1903), aff'd sub nom. Brake v. Callison, 129 Fed. 201 (C. C. A. 5th, 
1904). See Millan v. Exchange Bank, 183 Fed. 753, 754 (C. C. A. 4th, 1910); 
In re Farthing, 202 Fed. 557, 564 (E..D. N. C. 1913); Im re Stone, 206 Fed. 356, 
358 (E. D. Pa. 1913). Cf. Cortmr, BANKRUPTCY (7th ed. 1969) 630; ibid. (8th ed. 
1910) 630; ibid. (11th ed. 1917) 843. 

157 The reasons for this provision are well expressed in BLack, BANKRUPTCY 
(1914) § 153, quoted by the Circuit Court of Appeals for the Third Circuit in 
In re Van Horn, 246 Fed. 822, 823 (C. C. A. 3d, 1917). Accord: In re Hanyan, 
180 Fed. 498 (S. D. N. Y. 1910), aff'd, 181 Fed. 1021 (C. C. A. 2d, 1910). See 
Emerine v. Tarault, 219 Fed. 68 (C. C. A. 6th, 1915); In re Perry & Whitney 
Co., 172 Fed. 745, 747 (D. Mass. 1909); In re Page Motor Car Co., 251 Fed. 
318 (D. Mass. 1918) ; 1 REMINGTON, Op. cit. supra note 148, § 235. The provision 
in question has nothing to do with splitting claims for the purpose of securing the 
requisite number of petitioning creditors, which is not permissible. In re Perry 
v. Whitney Co., supra. GENERAL OrvER V, as amended Apr. 13, 1925. Nor does it 
affect the rule that a sole creditor cannot be preferred. Brake v. Callison, supra 
note 156; Beers v. Hanlin, 99 Fed. 695 (D. Ore. 1900) ; Im re Stone, supra note 156. 
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ber of creditors who may petition under Section 59(b).*°** Thus 
if ninety-nine out of a total of a hundred creditors assent to an 
assignment, the single non-assenting creditor is the only creditor 
and may file a petition in bankruptcy. He is thus enabled to 
work a “ hold-up game ” on the others. That would be prevented 
by the following addition to Section 59(e): 


Creditors who are estopped or disenabled to file a petition by reason of 
having consented to a general assignment for the benefit of creditors or 
by reason of having received dividends or benefits thereunder shall be 
counted as among the whole number of creditors for said purpose. 


(The purpose referred to is specified in 59(e) as it now stands.) 


Tort CLAIMS 


Pursuant to the policy of making as many claims provable as 
practicable in order to make them barred, it has been held that 
tort claims may be provable if the creditor could recover in con- 
tract or quasi contract on account of the same acts.**® This over- 
looks the possibility that the creditor may thereby be deprived of 


his full measure of damages.*® Accordingly a new paragraph, 
Section 63(c), should provide: 





158 Jn re Miner, 104 Fed. 520 (D. Mass. 1900). See 1 REMINGTON, Op. cit. supra 
note 148, § 247; 2 CoLLier, op. cit. supra note 141, at 1227. The question is likely 
to arise more frequently in Massachusetts than elsewhere, for in that state there 
is a peculiar rule that the consent of creditors to an assignment will not be presumed, 
but that creditors having claims to the amount of the value of the property assigned 
must evidence assent to it in order to prevent its being a fraudulent conveyance. 
Russell v. Woodward, 10 Pick. 407 (Mass. 1830); Faulkner v. Hyman, 142 Mass. 
53, 54, 6 N. E. 846, 847 (1886). See Reddy v. Raymond, 194 Mass. 367, 369, 80 
N. E. 484, 485 (1907) ; Cropper v. Gorham, 221 Mass. 119, 124, 109 N. E. 161, 162 
(1915). Consequently it is common for many creditors to give express consent to 
an assignment and so estop themselves from filing bankruptcy petitions before they 
would be put to their election in other jurisdictions. As to presumption of. consent 
elsewhere, see (1894) 24 L. R. A. 369, note; (1916) 5 C. J. 1063. Preferred creditors 
ought not to be counted as against the petition. Stevens v. Nave-McCord Co., 
150 Fed. 71 (C. C. A. 8th, 1906) ; In re Cooper, 12 F. (2d) 485 (D. Mass. 1926). 

159 Tindle v. Birkett, 205 U. S. 183 (1907); Crawford v. Burke, 195 U. S. 176 
(1904). See (1925) 39 Harv. L. Rev. 386. " 

160 This was pointed out as long ago as 1796 by Lord Kenyon. Parker v. 
Norton, 6 T. R. 695, 699-700 (1796). Cf. Stalick v. Slack, 269 Fed. 123, 125 
(C. C. A. 8th, 1920). There is an equivocal suggestion along the same line in Schall 
v. Camors, 251 U. S. 239, 251 (1920): “. . . where, by means of a tort, the tort- 
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A tort claim is provable if the creditor could recover his full damages 
by a contractual or quasi-contractual theory or form of action. Other- 
wise it is not provable unless the creditor elects to waive recovery in ex- 
cess of the damages recoverable upon a contractual or quasi-contractual 
theory. 


PRIORITIES 


In view of certain opinions hitherto discussed,’™ it may be de- 
sirable to add the following platitude to Section 64(b): 


And provided further, that no agreement between the bankrupt and 
any of his creditors shall give rise to any priority not specified in this 
paragraph (b) except as between creditors who are parties to such 
agreement. 


LIENS 


Paragraph 67(c) is confusing surplusage in the Act and ought 
to be repealed.*® Practically all the ground it covers is covered 
more effectively by Section 67(f), and where they conflict, Sec- 
tion 67(f) controls.*** The language of Section 67(c) is broader 





feasor obtains something of value for which an equivalent price ought to be paid, 
even if the tort as such be forgiven, there may be a provable claim quasi ex con- 
tractu.” Per Pitney, J. 

161 See the first instalment of this article, (1927) 40 Harv. L. Rev. at 387, 
note 125. Agreement for priority binds the parties. Johns v. United Bank, 15 F. 
(2d) 300 (C. C. A. oth, 1926). 

162 In In re Pollmann, 156 Fed. 221 (S. D. N. Y. 1907), § 67(c) was referred to 
as supporting a refusal to allow dividends to a creditor who had obtained partial 
satisfaction through proceedings in Germany. It seems, however, that the court 
was in reality exercising its general equitable powers. Cf. In re Chicago Reed & 
Furniture Co., 7 F. (2d) 885 (C. C. A. 7th, 1925) (claim for 40% interest dis- 
allowed though valid under state law). See (1926) 39 Harv. L. Rev. 504. To 
take care of cases of this sort, the following might be added to § 57(g). 

A claim may be also disallowed, or allowed upon such terms and conditions as 
may be equitable, if it is of a harsh or oppressive nature, or otherwise unsuitable for 
allowance or enforcement in a court of equity. If a creditor has obtained an in- 
equitable advantage over other creditors of the same class through acts or proceed- 
ings done, had, or taking effect outside the jurisdiction of the United States, he may 
be compelled to surrender such advantage or otherwise to do equity to such other 
creditors as a condition precedent to the allowance of his claim. 

163 Cook v. Robinson, 194 Fed. 785 (C. C. A. oth, 1912) ; In re Richards, 96 
Fed. 935, 939 (C. C. A. 7th, 1899) ; In re Rhoads, 98 Fed. 399 (W. D. Pa. 1899) ; 
In re Tune, 115 Fed. 906 (N. D. Ala. N. D. 1902). See First Nat. Bank v. Guarantee 
Title & Trust Co., 178 Fed. 187, 191 (C. C. A. 3d, 1910); 4 Remuncron, op. cit. 
supra note 148, at 734-35. These paragraphs were adopted by different houses of 
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that that of Section 67(f), in that it invalidates liens “ sought and 
permitted in fraud of the provisions of this act.” *** This clause 
has been referred to in order to stop the gap in the Act caused by 
the fact that assignments for the benefit of creditors and receiver- 
ships which constitute acts of bankruptcy are not otherwise made 
void or voidable. This defect is best cured by making suitable 
specific provisions following 67(f) *°*° and by an insertion in Sec- 
tion 70 to the effect that the trustee gets title to the property in 
question.**® As pointed out in Randolph v. Scruggs,’ it would be 
unreasonably severe to stigmatize an assignment for the benefit 
of creditors as fraudulent so as to penalize parties who have acted 
in actual good faith with reference to it before the bankruptcy 
proceedings, and, as the Act stands, the best way to avoid an as- 
signment is by implication from Section 3 which makes it an act of 
bankruptcy. Receiverships rest upon a similar basis. 

Paragraph (c) provides for an automatic subrogation of the 
trustee to liens which would benefit the estate if preserved,’® 
but paragraph (f) properly requires the court to make an order 
in order to effect such preservation so that the situation in a given 
case may be understood by the parties interested. If any good 
reason can be advanced for retaining any part of the paragraph, 
let such part be retained, but the paragraph as a whole is inde- 
fensible. 

Section 67(d), as originally enacted, saved from the operation 
of the Bankruptcy Act liens given or accepted in good faith for 





Congress with the same end in view and an unfortunate compromise was adopted 
in conference between the two houses whereby the draft of each house became law. 

164 The phrase “in fraud of the provisions of this Act” came from § 35 of the 
Act of 1867, 14 Stat. 517, 534 (1867). 

165 See p. 500 infra. 

166 To the list of classes of the bankrupt’s property vested in the trustee may be 
added: 

(7) Property covered by a receivership instituted within four months of bank- 
ruptcy; (8) Property covered by a general assignment for the benefit of creditors 
constituting an act of bankruptcy. 

This designedly covers receiverships not acts of bankruptcy, and makes use of 
the provisions of § 3(b) concerning unrecorded assignments. 

167 190 U. S. 533, 536 (1903). 

168 First Nat. Bank v. Guarantee Title & Trust Co., supra note 163. The 
subrogation clause of § 67(c) was quoted in First Nat. Bank v. Staake, 202 U. S. 
141, 145 (1906), but no further reference was made to it, the case being disposed of 
under § 67(f). 
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present consideration. This paragraph was amended in 1910 so 
as to make clear that liens for some present consideration need 
not be saved beyond the amount of such consideration, but the 
effect of the amendment was to raise an implication that all other 
liens are bad regardless of the time at which they arose.** The 
following might be added as stating more clearly what is un- 
doubtedly the true meaning of the paragraph: 


A lien obtained with or without adequate consideration, where the 
lienholder has knowledge or notice that the bankrupt is insolvent and 
intends to use the consideration to prefer any of his creditors, is a lien 
given and accepted in fraud upon this act.!7° No lien shall be invalid if 
it arose more than four months before the petition except as it may be 
subject to attack under Sections 60, paragraph (b), 67, paragraph (e) 
or 70, paragraph (e). 


As recognized in Section 3(b), unrecorded fraudulent convey- 
ances are as objectionable as unrecorded preferences. There 
seems to be as much reason for extending the time within which 
they may be attacked, but Section 67(e) makes no provision for 
reaching such conveyances made more than four months before 
bankruptcy. Any attempt to alter this paragraph would suggest 
the elimination of much surplusage. A cumbrous list of various 
kinds of transfers as defined in the Act *” is needless. A proper 
construction of Section 70(e) renders superfluous any separate 
reference to state laws *”* and it is needless to make assertions 
about the trustee’s title duplicated in Section 70(a)(4). A refer- 
ence to the assignee inadvertently brought over from older stat- 
utes may be eliminated. The following redraft of Section 67(e) 
may be more adequate, and not too sweeping: *** 





169 The courts have not been misled by this implication, but it is prima facie 
misleading and likely to cause delay by stupid arguments. The assumption has 
generally been made that this paragraph is a saving clause assuring the preserva- 
tion of valid liens. “The universal recognition of the rule of law here phrased 
into the statute results in cases construing it being rare, perhaps unnecessary.” See 
2 CoLtLier, op. cit. supra note 141, at 1535. 

170 This sentence might be justified as a codification of the principle of Dean v. 
Davis, 242 U. S. 438 (1917), which is difficult to sustain without such an implication 
from this paragraph of the Act. Cf. Rittenberg v. Kaplan, 12 F. (2d) 95 (S. D. 
N. Y. 1925) ; 1 REMINGTON, Op. cit. supra note 148, § 119. 

171 § (25). 172 See infra p. 611. 

178 Four months seems a very short period of limitation especially for a transfer 
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Any transfer made by the bankrupt of property not exempt from exe- 
cution and liability for his debts, with intent to hinder, delay or defraud 
his creditors, or any of them, shall be null and void against the trustee 
unless and until the property transferred is acquired by a purchaser in 
good faith for a present fair consideration, and the trustee shall recover 
the same by legal proceedings, or otherwise. Provided, that such transfer 
shall not be hereby invalidated if any of the following conditions shall 
have been satisfied at least four months and one day before bankruptcy: 
(1) That the recording or registering of such transfer is required or per- 
mitted and that such transfer has been recorded or registered; (2) That 
the recording or registering of such transfer is neither required nor per- 
mitted and that the transferee has taken notorious, exclusive and con- 
tinuous possession; (3) That every creditor existing at the date of bank- 
ruptcy and entitled to attack such transfer under the laws of any state 
or of the United States have actual notice thereof either before or after 
becoming a creditor. 


Section 67(f) is not open to serious objection, but its expression 
might be improved in two particulars. The section invalidates 
“all levies, judgments, attachments, or other liens obtained 
through legal proceedings” against an insolvent within four 
months of bankruptcy. It would be arguable that the words 
levies, judgments and attachments are all adjectival nouns and 
that what the paragraph really says is all levy-liens, all judgment- 
liens etc., were it not for the fact that the words “levies,” “ judg- 
ments ” and “ attachments ” are all in the plural. That is un- 
questionably what is meant, but it would be a distinct improvement 
in form to provide for the invalidation of all liens cbtained by 
levy, judgment, attachment or other legal process or proceedings. 
A glaring omission, which has already been cured by the courts 
upon general principles,’* might well be supplied by an express 





involving actual fraud. The recent amendment to §14(b)(4) lengthening the 
period to twelve months for the purposes of refusing a discharge is suggestive. 

174 Acme Harvester Co. v. Beekman Lumber Co., 222 U. S. 300, 306 (1911); 
Fairbanks Shovel Co. v. Wills, 240 U. S. 642, 649 (1916) ; State Bank of Chicago v. 
Cox, 143 Fed. 91 (C. C. A. 7th, 1906). See 4 REMINGTON, op. cit. supra note 148, 
at 718. 

The need of filling this gap in the law has given rise to needlessly broad state- 
ments extending the doctrine of lis pendens, which are not consistently followed (see 
infra p. 612), and even to a very frequent repetition of the false and misleading 
statement from Mueller v. Nugent, 184 U.S. 1, 14 (1902), that “ the filing of the 
petition is a caveat to all the world, and in effect an attachment and injunction.” 
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provision that liens obtained after the filing of the petition shall 
likewise be null and void. To conform to the purpose of the 1910 
amendment to Section 67(d), the proviso should save liens pur- 
chased in good faith only to the extent of the contemporaneous 
consideration. If these ideas be incorporated along with certain 
unimportant changes directed at the elimination of unnecessary 
verbiage, Section 67(f) would read: 


Any lien obtained by levy, judgment, attachment or other legal process 
or proceedings against a person who is insolvent, at any time within four 
months prior to the filing of a petition in bankruptcy against him, or 
after the filing of such petition, shall be deemed null and void, and the 
property affected by such lien shall pass to the trustee as part of the 
estate of the bankrupt wholly discharged from such lien, unless the court 
shall, on due notice, order that such lien be preserved for the benefit of 
the estate, in which case such lien shall thereupon pass to the trustee, 
and the court may order such conveyance as shall be necessary or con- 
venient to evidence the trustee’s title thereto. Provided, that the title 
of any person who has purchased any such lien or who has purchased the 
property affected thereby at any lawful sale made by way of enforcing 
such lien, in good faith and for a present consideration, shall be valid to 
the extent of such present consideration. 


The following new paragraph (g) is suggested as declaratory of 
the judge-made law: **° 


Statutory liens, in favor of laborers, mechanics, contractors, landlords 
or other classes of persons, which are recognized by the laws of a state 
or of the United States as giving rise to inchoate liens upon the per- 
formance of the labor or service or the furnishing of the consideration 
upon which the liens rest, and which are only perfected as distinguished 
from being originated by compliance with statutory requirements, may 
have validity as against the trustee in bankruptcy, even if they arise 
either as inchoate or perfected liens within four months of bankruptcy. 


If that law is not desirable a different amendment is certainly 
required. In any case it is advantageous to state the law as 
clearly as the situation admits. 





See Acme Harvester Co. v. Beekman Lumber Co., supra; 4 REMINGTON, Op. cit. 
supra note 148, at 306. 

175 Henderson v. Mayer, 225 U. S. 631 (1912); City of Richmond v. Bird, 249 
U. S. 174 (1919) ; Eggleston v. Birmingham Purchasing Co., 15 F. (2d) 529 (C. C. 
A. 5th, 1926). See 2 Corrier, op. cit. supra note 141, at 1539, 1543. 
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SUPERSEDING ASSIGNMENTS AND RECEIVERSHIPS 


A new paragraph 67(h) is recommended: 


An assignment for the benefit of creditors that constitutes an act of 
bankruptcy or a receivership instituted within four months of bank- 
ruptcy is void as against the trustee, and the court may order the assignee 
or receiver in summary proceedings to deliver the assets into the custody 
of the court, provided, that the court shall not remove from another 
court proceedings upon creditors’ bills or other like judicial proceedings 
involving the property of the bankrupt where such proceedings have 
given rise to liens in favor of parties thereto which liens are inde- 
feasible in bankruptcy, unless the court in its discretion determines that 
it is necessary to sell such property free from liens. 


To make such assignments for the benefit of creditors expressly 
void as against the trustee is merely to fill a hole in the Act already 
filled by judicial construction.*** The proviso as to superseding 
the custody of receivers is thought to be declaratory of the 
result of the cases,’”? but much confusion has been caused by 
language as to comity, and argument from cases of conflict be- 
tween courts of concurrent jurisdiction.’** Bankruptcy courts are 
not courts of concurrent jurisdiction with state courts after bank- 





176 See Dean v. Davis, supra note 170, at 446 n., and cases there cited. 

177 Indefeasible liens — state proceedings not interfered with: Metcalf v. Barker, 
187 U. S. 165 (1902) ; Pickens v. Roy, 187 U. S. 177 (1902); Blair v. Brailey, 221 
Fed. 1 (C. C. A. 5th, 1915) ; Griffin v. Lenhart, 266 Fed. 671 (C. C. A. 4th, 1920) ; 
In re Gillette Realty Co., 15 F. (2d) 193 (C. C. A. oth, 1926). 

No lien or defeasible lien — property taken from state court: Bank of Andrews 
v. Gudger, 212 Fed. 49 (C. C. A. 4th, 1914) ; Graham Mfg. Co. v. Davy-Pocahontas 
Coal Co., 238 Fed. 488 (C. C. A. 4th, 1916) (semble); Commercial, etc. Bank 
v. Busch-Grace Produce Co., 228 Fed. 300 (C. C. A. 6th, 1916). 

178 See, e.g., Metcalf v. Barker, supra note 177, at 175; Pickens v. Roy, supra 
note 177, at 180. On the other hand in Graham Mfg. Co. v. Davy-Pocahontas 
Coal Co., supra note 177, holding that property should be taken over by the 
bankruptcy court from the custody of the state court, there was no clear state- 
ment that the basis of the decision was that no indefeasible lien had arisen. This 
case was accordingly construed by a district court as supporting a doctrine that 
state courts are only permitted to keep the custody in any case as a matter of 
comity, and that the elapse of four months from the inception of a valid lien is 
immaterial. In re Grafton Gas, etc. Co., 253 Fed. 668, 674 (N. D. W. Va. 10918). 
5 REMINGTON, op. cit. supra note 148, § 2071, has a long and interesting discussion 
of the question of superseding assignments and receiverships which does not advert 
to the criterion submitted to be controlling. , 
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ruptcy has ensued, but are courts of superior jurisdiction with 
power to take jurisdiction away from state courts even in cases 
where the jurisdiction of state courts has previously been extended 
to a controversy over the bankrupt’s property. But liens antedat- 
ing bankruptcy by four months are generally valid. If a proceed- 
ing in a state court gives rise to a lien which is not defeasible in 
bankruptcy, the state court ought to be allowed to retain jurisdic- 
tion over the property for the purpose of enforcing the lien unless 
the bankruptcy court determines that the property should be sold 
free from liens. In no other case is there any reason why the bank- 
ruptcy court should not draw to itself the administration of all 
the bankrupt’s property without deference to pending state court 
proceedings. Ifa receivership is not instituted during insolvency, 
it constitutes no act of bankruptcy, but the bankruptcy court 
should not be precluded from administering the estate if bank- 
ruptcy ensues on another act. 


SET-OFF 


Section 68 provides that a debtor of the bankrupt shall not be 


allowed to set off any claim against the bankrupt which is not 
provable. The claim must be both provable and allowable under 
Section 57(g) in order to be available as a set-off,’”® and it would 
be an improvement to say so in the Act.**° 

Clause 68(b)(2) excludes the operation of set-off where a 
debtor of the bankrupt acquires a claim within four months of 
bankruptcy so as to become a creditor with notice of the insolvency 
or of an act of bankruptcy. It does not cover the converse case 
of a creditor of the bankrupt with like notice borrowing money 
or otherwise contriving to become a debtor. Unless this provi- 
sion is enacted, or read into the law by the courts, a creditor of the 
bankrupt believing that a payment of his claim would probably 
constitute a preference can avoid the law of preference by taking 
a loan instead of payment. That is far too simple an evasion of 





179 Mechanics’, etc. Bank v. Ernst, 231 U. S. 60 (1913) ; Rotan Grocery Co. v. 
West, 246 Fed. 685 (C. C. A. 5th, 1917). See 4 REMINGTON, op. cit. supra note 148, 
at 176. Cf. cases cited with reference to set-offs by a surety when the principal 
creditor is preferred. See supra note 146. 

180 This can be done by inserting after “estate” in paragraph (a) the phrase 
“ and allowable under Section 57, paragraph (g).” 
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the law. And yet it seems to be countenanced in practically this 
crude form when a bank is such a creditor. If the bank holds un- 
matured paper of the insolvent at the time deposits are made by 
the insolvent, the bank is likely to get an advantage over other 
creditors to the extent that deposits remain in the bank when the 
obligation matures or when bankruptcy or insolvency proceedings 
ensue wherein set-offs can be applied on unmatured debts.*** This 
power of set-off is sometimes described as an incident of the 
“ banker’s lien.” *** But unless the bank holds a matured obliga- 
tion, no lien exists at the time of the deposit, unless there is some 
understanding that the deposit or an appreciable portion of it 
will remain in the bank until it can be used as a set-off. In the 
absence of such an understanding it is perhaps just as well that 
the depositor be unhampered in the continuance of his established 
banking relations, and that he remain in a situation such that the 
bank where he does business can afford to give him such credit as 
it deems sound, even at the cost to the general creditor of giving 
the bank an advantage due to the chance that a substantial part of 
the deposit will come under the banker’s lien at a later date. But 
when a deposit is made while the bank holds matured paper or a 
demand note, it gives rise at once to a banker’s lien for all practical 
purposes. The deposit is then a transfer by way of security to 
the bank, and should constitute a voidable preference, if made 
within four months of bankruptcy under such circumstances that 
the bank has reasonable cause to believe that the depositor is in- 
solvent. In such a case the trustee in bankruptcy of the depositor 
should be able to recover such portion of the deposit as has not 
been checked out by the bankrupt and the bank should be denied a 
set-off to that extent. In the proposed additions to Section 68 set 
forth below a special provision is made to prevent the banker from 
obtaining this advantage, not because it is desired to discriminate 
against banks, but because it is thought that the decisions of the 
courts have permitted a discrimination in favor of banks which 
should be limited to the extent indicated.*** Even with the adop- 





181 See (1916) 10 Int. L. REv. 602, 608. 

182 See Studley v. Boylston Nat. Bank, 229 U. S. 523, 528 (1913). 

183 In spite of the fact that over ten years have elapsed not much can be added 
to a brilliant note by A. K. (apparently Professor Albert Kocourek) in (1916) 10 
Itt. L. Rev. 602, criticizing Chisholm v. First Nat. Bank, 269 Ill. 110, 109 N. E. 
657 (1915) and N. Y. County Nat. Bank v. Massey, 1y2 U. S. 138 (1904). The 
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tion of the proposal made, the bankruptcy reports would probably 
still disclose a large percentage of cases where banks have lawfully 
absorbed most of the bankrupt’s assets under some form of pay- 
ment or security. 

The most serious consideration which must be faced is that 
suggested by the closing words of the opinion of Mr. Justice 
Lamar in Studley v. Boylston Bank,'** that a limitation of the 
right of set-off “‘ would in many cases make banks hesitate to honor 
checks given to third persons, would precipitate bankruptcy and 
so interfere with the course of business as to produce evils of seri- 
ous and far-reaching consequence.” We do not interpret this 
statement as indicating that banks will refuse to pay checks that 
they are bound to pay, but that they will show less forbearance in 
asserting rights of accrued set-off. It is a question how far it is 
desirable to encourage extension of credit to debtors who cannot 
meet their current obligations, by any arrangement whereby the 
risk of further loss is largely borne by creditors who are ignorant 
of the true situation. Criticisms of our existing system of credit 
have frequently emphasized the importance of an adequate knowl- 





difficulties that the courts are continuing to have with the subject of bank set-offs 
in bankruptcy is amply evidenced by a controversy between Messrs. George B. 
Eager, Jr., and George Lewis Chumbley, both of Virginia, wherein more recent au- 
thorities are discussed. See (1924) 9 Va. L. Rec. (N. S.) 929; (1924) 10 Va. L. 
Rec. (N. S.) 161; (1924) 1 Am. B. Rev. 113; (1925) 2 Am. B. Rev. tor. Mr. 
Eager particularly objects to decisions in state courts which have failed to recog- 
nize that it is not a preference for the bankrupt to do what his trustee can be com- 
pelled to do after bankruptcy, and have failed to follow Studley v. Boylston Nat. 
Bank, supra note 182, to the effect that a set-off may properly be executed by the 
bankrupt’s check. He further takes the position that “ reasonable cause to be- 
lieve ” etc., is immaterial in set-off cases under the United States Supreme Court 
cases. Our objection to the existing law is that such a position may be tenable. 
In Continental, etc. Bank v. Chicago Title & Trust Co., 229 U. S. 435 (1913), the 
bank was allowed to apply on its claim a $500 balance of a deposit made for a 
special purpose on the verge of bankruptcy. Another case where a bank was 
permitted to retain an unconscionable advantage is Chisholm v. First Nat. Bank, 
supra. 

An interesting recent case involves drawing the line at accounts “ built up” for 
the purpose of giving the bank a set-off. In re Almond-Jones Co., Inc., 13 F. (2d) 
152 (D. Md. 1926). 

184 229 U. S. 523, 529 (1913). In McPherson v. Citizens’, etc. Bank, 12 F. 
(2d) 526 (C. C. A. 8th, 1926), a bank was permitted, probably correctly, to apply 
on the bankrupt’s note a deposit made by his assignee under a void assignment for 
the benefit of creditors. Cf. May v. Henderson, 268 U. S. 111 (1925). 
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edge of the debtor’s financial condition on the part of all creditors, 
and the desirability of early adjustments of financial difficulties 
in order to prevent the prevalent tendency for insolvents to 
flounder deeper and deeper until they succumb to the temptation 
to descend to fraudulent methods.**° 

Section 68(b) might possibly operate to prevent a set-off in 
one situation where such a restriction seems unduly burdensome. 
The payee of a note may have an open account with the maker. 
He discounts the note with his bank which considers his contingent 
liability thereon as a material factor in his credit position. In order 
to strengthen that position, he later takes the note up from the 
bank, expecting, of course, to enter it as an unconditional instead 
of a contingent claim in his account with the maker. The maker 
goes bankrupt. We should suppose that a set-off would be allowed 
under the present Act in such a case had not the Supreme Court 
indicated the contrary arguendo.*** A provision somewhat broader 
than the specific case put might well be inserted in Section 68. 
An indorser of negotiable paper may well have such relation with 
subsequent parties to the paper that he ought to be free at any 
time to end his liability on the paper by taking it up, and if he 
does take it up, it is severe to penalize him by depriving him of a 
set-off by reason of a provision in the Act directed at a different 
sort of a transaction altogether, where there is no good explana- 
tion for the acquisition of a claim against the bankrupt except 
the design to get the benefit of a set-off. Section 68 might well be 
amended by adding at the end of paragraph (b): 


Provided, that this clause (2) shall not apply to an intermediate party 
to negotiable paper upon which the bankrupt is a prior party when such 
intermediate party takes it up or repurchases it from a party or holder 





185 A myriad of citations could be given to illustrate the point of view of 
credit men, certified accountants and referees in bankruptcy on this general ques- 
tion. Take, for example, the pages of a single new publication, the AMERICAN 
Bankruptcy REvIEW: 1:81, 169, 179, 217, 310; 2:134, 136; 3:45, 48. The pro- 
visions of § 60(c) are, of course, available to protect a creditor who receives a 
preferential security and then extends further credit without security. 

186 See Nat. Bank of Newport v. Nat. Herkimer County Bank, 225 U. S. 178, 
185-86 (1912). Where the bankrupt is subsequent to the intermediate party, of 
course such intermediate party cannot get a set-off by assuming to credit the amount 
of the paper on a claim against the bankrupt. Jn re Garfunkel, 8 F. (2d) 790 
(S. D. N. ¥. 1924). See In re Bingham and like cases supra note 146. 
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subsequent to himself before the petition, and either before or after the 
maturity of the paper. 
and by adding paragraph (c): 

A set-off or counterclaim shall not be allowed in favor of any creditor 
of the bankrupt who has become a debtor of the bankrupt by direct loan 
or deposit or through a novation or the assumption of the liability of 
a third person to the bankrupt, or otherwise, under such circumstances 
that a payment of the creditor’s claim then out of the property of the 
bankrupt would constitute a voidable preference under the provisions of 
Section 60. A bank deposit made by the bankrupt in a bank to which 
the bankrupt is indebted is a transfer by way of security to the bank and 
is preferential within the meaning of this paragraph (c) if the other 
elements of a preference are present, except insofar as such deposits are 
subsequently paid out upon the order of the bankrupt to others than the 
bank. Provided, that if the bankrupt makes a deposit while indebted to 
the bank only upon obligations which have not matured and are not 
then maturable upon demand, and such deposit is made in the ordinary 
course of business, subject to withdrawal upon demand of the bankrupt, 
and pursuant to no agreement or understanding with the bank that such 
deposit shall remain in the bank in order to be available to the bank by 
way of payment, set-off, banker’s lien, or security, nothing in this para- 
graph (c) shall prevent the allowance of such set-off as may be other- 
wise in accordance with law. 


SECTION 70 ** 


A. Date of Cleavage 


It is essential to working out a practicable theory of bankruptcy 
administration that some day be fixed as of which adjustments 
shall be made. All the assets in existence on a certain day ought 
to be applied toward the liquidation of all the liabilities on that 
day insofar as possible. Clause (5) of Section 70(a) states that 
the trustee is vested with title to property which the bankrupt 
could by any means have transferred “ prior to the petition,” but 





187 Paragraph 70(a)(2) was amended in 1926 so as to include among the prop- 
erty which passes to the trustee interests in applications for patents, copyrights and 
trademarks, as distinguished from interests in such monopolies already granted, 
which were specifically mentioned in the original Act. The bankrupt may have the 
title to an application revested in him in case the trustee does not elect to prose- 
cute it in thirty days. This seems a reasonable provision directed at the desirable 
end of enlarging the scope of the assets that the trustee may reach. 
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the introductory clause to this paragraph says that the trustee 
gets title to the property of the bankrupt as of the date of the 
adjudication in bankruptcy. These provisions may be abstractly 
reconcilable by the exercise of imagination, but they are practically 
repugnant, and the Supreme Court has rejected the statement in 
the introductory clause and held that the trustee gets title as of the 
date of the petition.*** 

The provision of clause (5) referred to seems blind, but what is 
probably meant is that the trustee gets title to the property in 
which the bankrupt had such an interest at the instant before 
the filing of the petition that he could have transferred a property 
right at that instant. An understanding of the law would be facili- 
tated by making it read as it has been construed. Accordingly the 
introductory clause should expressly state that the trustee is vested 
with title as of the date of the petition. Clause (5) will then be 
rendered passably intelligible on its face by simply inserting the 
word “ immediately ” so that the trustee is given title to “ property 
which immediately prior to the petition (the bankrupt) could by 
any means have transferred.” **° 


B. Executory Contracts and Leases 


In the matter of the bankruptcy of a party to an executory con- 
tract, the law might be spelled out in more detail. The following 
additional proviso to Section 70(a)(5) is largely self explanatory: 


and provided further, that adjudication in bankruptcy shall constitute 
an anticipatory breach as of the date of the petition, of any contract, 
executory in whole or in part, which is non-assignable by reason of any 
express agreement or any agreement implied in fact, or by reason of in- 





188 Everett v. Judson, 228 U. S. 474 (1913); Andrews v. Partridge, 228 U. S. 
479 (1913) ; Acme Harvester Co. v. Beekman Lumber Co., supra note 174; Zavelo 
v. Reeves, supra note 154, at 630, 631; Fairbanks Shovel Co. v. Wills, supra note 174. 

189 In attempting to outline the sort of property interests that may pass to the 
trustee, some opinions have suggested that if the property is such that it could pass 
to the executor or administrator of the bankrupt in case of his death, it can pass 
to the trustee in bankruptcy. See First Nat. Bank v. Lasater, 196 U. S. 115, 118 
(1905); Lasater v. First Nat. Bank, 72 S. W..1054, 1055, 1056 (Tex. Civ. App. 
1902). See collection of cases in (1899) 44 L. R. A. 180, note; WiLLisToN, op. cit. 
Supra note 151, at 444-45 n. This test may be useful sometimes in reasoning by 
analogy, but it can have no general application without running contrary to such 
State laws as permit restraints upon alienation to a more or less limited extent. 
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volving the personal service or credit of the bankrupt, and the party 
thereto other than the bankrupt shall have a provable claim therefor, 
without reference to local law as to the actionability of anticipatory 
breaches. The trustee may, with the consent of such other party, elect 
to adopt any such executory contract, and may adopt any other exec- 
utory contract at his election without reference to such consent. If the 
trustee does not adopt any contract within a reasonable time after his 
qualification, and within four months after the adjudication whether he 
has then qualified or not, such contract shall be regarded as broken. An 
unexpired lease of real or personal property is an executory contract 
within the meaning of this paragraph and claims for loss of the unexpired 
portion thereof shall be provable if either party become bankrupt. In 
any event a discharge shall relieve a bankrupt of all liability under leases 
or other executory contracts entered into before the petition except as 
otherwise provided in Section 17. The bankruptcy of a landlord, how- 
ever, shall not work forfeiture of the tenant’s estate and shall give the 
landlord’s trustee in bankruptcy no election to terminate the estate. A 
general covenant in a lease that it shall not be assigned shall not be con- 
strued to prevent such lease passing to the trustee at his election, but an 
express covenant that the bankruptcy of a specified party thereto or of 
either party shall terminate the lease at the election of the other party 
shall be valid.*®° 


This proviso, except insofar as it relates to leases, is thought to 
be in most part a codification of existing law with a view to definite- 
ness. It is now clearly established that bankruptcy is a breach of 
an executory contract unless it is one of such a nature that the 
trustee may and does elect to perform it; *” that the trustee may 
refuse to carry out or complete any pending contract; **” that if 
the trustee does not elect to perform the other party has a claim 
for an accrued or anticipatory breach, as the case may be; *” 





190 This proviso is open to an objection of form in that it deals in part with 
matters which belong in §§ 17 and 63. However, the question of what contracts 
pass to the trustee is properly treated in § 70, and the other matters are so related 
that following the line of least resistance has led to this arrangement. It would be 
well to insert a corresponding provision and cross reference at the end of § 63(a) (4): 
“ including claims for anticipatory breach as provided in Section 70, paragraph (a).” 

191 Cent. Trust Co. v. Chicago Auditorium Ass’n, 240 U. S. 581 (1916). 

192 This principle is applicable to all administration of insolvents’ property on 
equitable principles. U. S. Trust Co. v. Wabash Ry., 150 U. S. 287 (1893); First 
Nat. Bank v. Lasater, supra note 189. See 2 REMINGTON, Op. cit. supra note 148, at 
494-08; 2 COLLIER, op. cit. supra note 141, at 17309. 

198 Cent. Trust Co. v. Chicago Auditorium Ass’n, supra note 191. 
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that the trustee must have a reasonable time and opportunity to 
make his election; *** and, of course, if the contract is such that 
the other party has the privilege of refusing performance by the 
trustee, he may waive such privilege. The foregoing draft pro- 
vides that any such contract is broken unless the trustee elects to 
perform it within four months of the adjudication, because the 
other party must have a reasonable time to prove his claim and the 
time for filing claims has been shortened to six months. This 
should be coupled with an addition to Section 17 providing that 
if, by reason of delay in awaiting the trustee’s election or the ex- 
piration of time in which a trustee must elect, the other party 
does not receive dividends upon his claim to the same extent that 
other creditors receive them, his claim shall be not barred by a dis- 
charge, except as to that portion thereof upon which he has re- 
ceived dividends to the same extent as other creditors.*” 

The clause of the above proviso disenabling the trustee from 
adopting a contract not assignable without the other party’s con- 
sent by reason of express agreement runs counter to a concession 
made by the Supreme Court **° arguendo to the effect that such an 
agreement would not prevent an assignment to the trustee by 
operation of law. No part of the Act requires any such conces- 
sion. Such a contract is certainly not property which the bank- 
rupt could “ by any means have transferred ” **’ in the absence of 
the required consent. It violates an elementary principle of con- 
tracts to make the solvent party accept a substitute party, if he 
has made clear that he is willing to contract with the bankrupt 
only and protected himself by a suitable provision in the contract 
itself. It is one thing for bankruptcy to prevent consummation of 
contracts made. It is quite another to enforce contracts never 
made. 

At present a bankrupt is generally not relieved from his obliga- 
tions on a lease unless the trustee elects to adopt it.*°* The trustee 





194 First Nat. Bank v. Lasater, supra note 189, at 119 and cases cited. 

195 A means of accomplishing this has been indicated by inserting a clause in 
the addition to § 17 set forth on p. S591 supra. 

196 Supra note 191. 

197 § yo(a)(5). And see Jn re D. H. McBride & Co., 132 Fed. 285 (S. D. N. Y. 
1904). 

198 This is merely a corollary of the proposition that the landlord ordinarily has 
no provable claim for future rent. Wells v. Twenty-First St. Realty Co., 12 F. (2d) 





608 HARVARD LAW REVIEW 


will elect to adopt a valuable lease, but a burdensome one will thus 
be left on a bankrupt tenant’s hands. Of course, the landlord 
is likely to terminate the lease on bankruptcy, but if he cannot 
prove in bankruptcy his damages due to loss of future rental, he 
may be comparatively worse off than the other general creditors. 
Thus either the bankrupt or the landlord gets the worst of it. 

The conception that a claim for rent does not exist at all either 
as a matured or unmatured obligation until the rent issues out 
of the land on the rent day *” is a conception which is referred 
to in explaining the difference in our present law between the 
treatment of leases and other continuing contracts, but it does not 
correspond to any present day business or social consideration, 
in connection with bankruptcy at any rate. The trustee should be 
able to adopt the lease if it is profitable unless the landlord has 
protected himself by an express covenant retaining a privilege of 
terminating the lease on the bankruptcy of the tenant. As we 
have suggested, a party who has taken express pains to stipulate 
for the performance of the other party in person, generally should 
not have the performance of a third party forced upon him. In 
a lease, however, the practice of putting in provisions for the 
benefit of the landlord is so universal that these should be strictly 
construed if a fair approximation of the real bargain of the parties 
is to be reached. Hence, it seems proper to provide that a general 
covenant against assignment should not prevent the trustee’s 
taking.*” 

We have been discussing the case of a bankrupt tenant, but 
the draft proviso is equally applicable to the case of a bankrupt 
landlord. Ordinarily the bankruptcy of a landlord will not dis- 
turb existing leases. The landlord’s reversion and claims for rent 
will be administered as assets by the trustee. Ordinarily the 
tenant will not have an express covenant against assignment of 





237 (C. C. A. 6th, 1926); Watson v. Merrill, 136 Fed. 359, 363 (C. C. A. 8th, 
1905); In re Roth & Appel, 181 Fed. 667, 670 (C. C. A. 2d, 1910) ; Colman Co. v. 
Withoft, 195 Fed. 250 (C. C. A. oth, 1912) ; Im re Mlle. Lemaud, Inc., 13 F. (2d) 
208, 209 (D. Mass. 1926). Cf. Rosenblum v. Uber, 256 Fed. 584, 590 (C. C. A. 3d, 
1919). See 2 Corxier, op. cit. supra note 141, at 1742. 

199 See Wm. Filene’s Sons Co. v. Weed, 245 U. S. 597, 601 (1918), and cases 
cited supra note 198. 

200 This seems to be the prevailing view. Gazlay v. Williams, 210 U. S. 41 


(1908). 
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the landlord’s interest in case of bankruptcy. If he has such a 
covenant, it would seem that turn about is fair play. The lease 
will not ordinarily involve heavy burdens on the landlord such as 
that of making extensive repairs. If it does, the trustee of the 
landlord ought to be able to repudiate such obligations and the 
bankrupt landlord ought to be freed of them and the tenant re- 
mitted to a proof of claim in bankruptcy. However, it would be 
going unreasonably far to provide that the bankruptcy of a land- 
lord forfeits the tenant’s estate unless the trustees and the tenant 
agree to carry on, although in the reciprocal situation the bank- 
ruptcy of a tenant will force the landlord to accept a surrender of 
the estate if the trustee does not adopt it. 


C. Contingent and Executory Interests 


It is proposed to add the following self-explanatory paragraph 
at the end of Section 70(a): 


Contingent remainders, executory devises and limitations, rights of 
entry for condition broken and like interests in connection with real 
property which may be non-assignable, shall pass to the trustee on the 
chance that they may become assignable interests before the closing of 
the estate. If the trustee is unable to alienate them, they shall revest in 
the bankrupt upon the closing of the estate. 


This would tend in some cases to permit a realization on assets 
which escape administration for technical reasons *°' which need 
not avail the bankrupt. The laws of states differ as to the assign- 
ability of such contingent and executory interests. Where they 
are not assignable, a debtor can now file a petition and get rid of 





201 Jn re Wetmore, 108 Fed. 520 (C. C. A. 3d, 1901) ; Im re Ehle, 1og Fed. 625 
(D. Vt. 1901) ; In re Gardner, 106 Fed. 670 (S. D. N. Y 1901) ; In re Hoadley, 101 
Fed. 233 (S. D. N. Y¥. 1900) ; Clarke v. Fay, 205 Mass. 228, 91 N. E. 328 (1910) ; 
In re Vizard’s Trusts, L. R. 1 Ch. App. 588 (1866). Cf. In re McCrea, 161 Fed. 
246 (C. C. A. 2d, 1908); Im re Twaddell, 110 Fed. 145 (D. Del. 1901). See 2 
CoLiier, op. cit. supra note 141, at 1674. If a contingent interest is assignable 
under state law, of course it passes under § 70(a)(5). Clowe v. Seavey, 208 N. Y. 
496, 102 N. E. 521 (1913). Cf. In re Seavey, 195 Fed. 825 (S. D. N. Y. 1012); 
Nat. Park Bank v. Billings, 144 App. Div. 536, 129 N. Y. Supp. 846 (1911), aff'd, 
203 N. Y. 556, 96 N. E. 1122 (1911). Such interests may frequently be deeded by 
statute. (1920) 21 C. J. 1000 cites cases from the following jurisdictions involving 
such statutes: California, Illinois, Iowa, Kentucky, Michigan, Missouri, New Jersey, 
New York, North Carolina, Virginia, Wisconsin. 
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his debts while possibly coming into great wealth during the ad- 
ministration of bankruptcy. This change would not go to the ex- 
tent of striking at the elementary if logically false idea that the 
spes successionis of an heir is not property at all.*°’ A more con- 
servative step is taken in providing that where the bankrupt 
actually has a property interest at the time of the petition, the 
trustee shall have the benefit of holding it during the administra- 
tion in bankruptcy. To an extent this involves a departure from 
the strict theory of the date of cleavage, but the bankrupt ought 
not to get the benefit of all legal complications at the expense of 
creditors. The vesting of such property is usually independent of 
the bankrupt’s economic efforts and has no relation to his normal 
budget, so the usual reasons assigned for leaving him his after- 

acquired property do not apply. 


D. Defenses Available to Trustee 
The following is recommended: 


The trustee may have the benefit of all defenses available to the bank- 
rupt as against third persons including statutes of limitations, statutes 
of frauds, usury, and other defenses commonly styled personal defenses, 
and no waiver by the bankrupt of any such defense after the filing of the 
petition shall bind the trustee. And such trustee, as to all property in 
the possession of the bankrupt or his agents at the time of the qualifica- 
tion of the trustee or receiver, whichever first qualifies, and as to all 
property coming into the custody of the bankruptcy court, shall be 
deemed vested as of the date of the petition with all the rights, remedies, 
and powers of a creditor holding a lien by legal or equitable proceedings 
thereon; and also, as to all other property of the bankrupt at the date 
of the petition shall be deemed vested with all the rights, remedies, and 
powers of a judgment creditor then holding an execution duly returned 
unsatisfied. 


It might be desirable to have a clear statement that the trustee 
shall have the benefit of the bankrupt’s personal defenses,” in 


202 Bank of Elberton v. Swift, 268 Fed. 305 (C. C. A. 5th, 1920); Moth v. 
Frome, 1 Amb. 394 (1761) ; In re Ellenborough, [1903] 1 Ch. 697. 

208 This is clearly the “rule . . . sustained by the better reason and authority.” 
In re Stern, 144 Fed. 956, 958 (C. C. A. 8th, 1906), per Van Devanter, J.; Tenn. 
Finance Co. v. Thompson, 278 Fed. 597 (C. C. A. 6th, 1922). But the Act does not 
say so and the court in Jn re Stern found it necessary to argue by inference from 
§§57(a), 7(a)(3), (6) and (7), and 70(a)(3). Dilatory arguments may so 
arise. 
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view of the tendency of some courts to apply such defenses nar- 
rowly.*** The bankrupt is deprived of nothing, as permitting the 
trustee to set up such defenses does not prevent the bankrupt from 
setting them up in the unlikely contingency that he is sued on the 
same Claim that is brought into the bankruptcy court for proof. 


E. Amendment of 1910 to Section 47 


The amendment of 1910 to Section 47(a)(2) is brought over 
into Section 70 at this point. It is entirely out of place at present 
and well concealed from the lawyer unfamiliar with the Act.” 
The only change in its language according to the above draft is 
that the lien of the trustee upon property in the custody of the 
bankruptcy court is expressly extended to property in the posses- 
sion of the bankrupt or his agents. There is no reason why the 
possession of the bankrupt should not be made the basis of a lien 
for the benefit of the estate just as much as the possession of a 
receiver, but the language of the Act as it stands is not well chosen 
to make this point clear. 


F. Section 70(e) 


By reason of the decision in American Trust & Savings Bank v. 
Duncan,*** it is necessary to add a sentence at the end of para- 
graph 7o0(e): 


The recovery of the trustee hereunder shall be for the benefit of all 
creditors, and not merely for the benefit of any creditor who might have 
the sole power of avoiding such transfer in the absence of this paragraph. 





204 Personal defenses have frequently been construed very narrowly apart from 
bankruptcy. Studabaker v. Marquardt, 55 Ind. 341 (1876); Mason v. Pierce, 142 
Ill. 331, 31 N. E. 503 (1892); Western Union Tel. Co. v. Ryan, 126 Ga. 191, 55 
S. E. 21 (1906). The above provision does not affect the trustee’s disability to 
assert affirmatively a statutory provision penal in its nature given to the “ bor- 
rower.” In re Fishel, 198 Fed. 464 (C. C. A. 2d, 1912) ; Wheelock v. Lee, 64 N. Y. 
242 (1876). But cf. First Nat. Bank v. Lasater, supra note 189. 

205 Tt could also be worked into § 67. Either course would naturally call for 
striking it out of § 47. 

206 254 Fed. 780 (C. C. A. 5th, 1918), certiorari denied, 249 U. S. 603 (1919) ; 
followed in Phillips v. Carter, 266 Fed. 444 (S. D. Ga. 1920) ; Wilkinson v. Walker, 
204 Fed. 939, 949 (N. D. Tex. 1923) (only creditor who might attack had not 
proved; held, trustee had no right of action); Dodd -v. Raines, 1 F. (2d) 658 
(N. D. Ga. 1924). See (1920) 33 Harv. L. Rev. 471. Contra: Mullen v. Warner, 
11 F, (2d) 62 (C. C. A. 4th, 1926) ; Oliver v. Brennan, 292 Fed. 197 (N. D. Cal. 
1923). See (1926) 12 Va. L. Rev. 327, reprinted in (1926) 2 Am. B. Rev. 196. 
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The paragraph as it stands, if construed in conformity with the 
spirit of the Bankruptcy Act, would need no such addition. The 
idea of the Act is that advantages that any creditor holds shall be 
made available for all.2°"’ The Duncan case held, however, that 
the trustee may sue under this paragraph for the benefit of a par- 
ticular creditor only. Under such a construction the paragraph is 
not usually of enough benefit to the estate to make it worth while 
for the trustee to invoke it. The only advantage to the estate is 
to reduce the claim of the particular creditor or class of creditors 
having the right. The purpose of the Act would be more fully 
carried out if the rule of this case were abrogated.” 

Another new paragraph in Section 70 is suggested by the un- 
certainty as to whether bona fide transactions for adequate present 
value after bankruptcy can in any case be protected. The courts 
have repeatedly announced that the filing of a petition in bank- 
ruptcy is “a caveat to all the world, and in effect an attachment 
and injunction,” *°° but the cases in which any such proposition has 
been applied have all been cases where property has been with- 
held from the trustee without color of right,”° or other legal pro- 


ceedings have followed the petition so as to conflict with the pro- 
ceedings pursuant thereto,”"* or in which a lien acquired after the 





207 If the creditor has received a payment, he may keep it unless he had 
reasonable cause to believe that a preference was effected. If he does not get pay- 
ment, but only a lien, which is a less completely executed transaction in that it 
merely operates toward payment and is of no practical use to him except as it 
leads to payment, he cannot keep it unless he is a bona fide purchaser for present 
value or unless it is four months old. If he has not even a lien but only a right to 
attack a transaction of the bankrupt debtor’s, he has a right which partakes even 
more of an inchoate nature in that it is still further removed from the completely 
executed interest of a payment received, and the trustee should be able to make this 
advantage of his available for all creditors without reference to his bona fides or to 
lapse of time except as these elements are involved in the existence of his right to 
attack. 

208 § y0(e) codrdinates with § 67(f) in cases where the latter paragraph is ap- 
plicable, as in Campbell v. Calcasieu Nat. Bank, 12 F. (2d) 981 (C. C. A. 5th, 
1926). 

209 Cf. supra p. 597 and see note 174. 

210 Mueller v. Nugent, supra note 174; May v. Henderson, supra note 184, 
at 117 (preference and breach of trust by assignees for benefit of creditors) ; Jn re 
Granite City Bank, 137 Fed. 818 (C. C. A. 8th, 1905) (sale free from liens over 
jurisdictional objections) . 

211 Jn re Continental Coal Corp., 238 Fed. 113, 115 (C. C. A. 6th, 1916) ; Pugh 
v. Loisel, 219 Fed. 417 (C. C. A. 5th, 1915). 
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petition has been held invalid.”** If all liens acquired within four 
months before bankruptcy are to be invalidated except to the 
extent of the present consideration given for them, of course the 
creditor should stand no better after a petition is filed. The courts 
have had to plug a gap in Section 67(f), as previously explained,”** 
and in doing so used needlessly broad language which has been 
needlessly used and repeated in a variety of other cases.”"* 

The doctrine of lis pendens may be very hard on a purchaser 
for full value who has no actual notice of the pending controversy 
and who has done all the ordinary prudent man would do under 
the circumstances by way of inquiry. The tendency of the many 
statutes on the subject has been to limit rather than extend its 
application. They commonly require the filing of a notice of lis 
pendens to facilitate the acquisition of actual notice by parties who 
pursue the ordinary means of investigating titles. It is generally 
said that the doctrine is to be strictly construed,’”* and it is ele- 
mentary that it can only be invoked when a legal proceeding 
relates to specific property, which property must be described with 
some degree of particularity.*** In a sense a petition of bank- 





212 Acme Harvester Co. v. Beekman Lumber Co., State Bank of Chicago v. 
Cox, supra note 174; In re Ducker, 134 Fed. 43 (C. C. A. 6th, 1905) (effect of bank- 
ruptcy on unrecorded chattel mortgage). 

213 See supra p. 597. 

214 Jn re Kolin, 134 Fed. 557, 560 (C. C. A. 7th, 1905) (purchase with notice and 
fraudulent retention of possession by bankrupt) ; Jm re R. & W. Skirt Co., 222 Fed. 
256 (C. C. A. 2d, 1915) (preference, citation of cases using language in question 
without quotation) ; Reed v. Barnett Nat. Bank, 250 Fed. 983, 984 (C. C. A. 5th, 
1918) (preferential set-off) ; Jn re Denson, 195 Fed. 854 (N. D. Ala. 1912) (fraudu- 
lent conveyance to purchaser with notice). This list is illustrative only and by no 
means exhaustive, but we have examined a great variety of cases without finding one 
which really makes a holding in conflict with the proposed provision. It would not 
be surprising, however, to find that the confusion of language on this question has 
led to undesirable results in various other cases. 

215 See Wood v. Price, 79 N. J. Eq. 620, 622, 81 Atl. 983, 984 (1911) ; Hailey 
v. Ano, 136 N. Y. 560, 575, 32 N. E. 1068, 1069 (1893); (1917) 17 R. C. L. 1016. 

216 See Bruff v. Thompson, 31 W. Va. 16, 21, 6 S. E. 352, 355 (1888) ; Gardner 
v. Peckham, 13 R. I. 102, 104 (1880). “It is conceded to be a harsh rule, and one 
that sometimes operates unjustly. ... As itis . . . a hard rule, and not a favorite 
with the courts, a party claiming the benefit of it must clearly bring his case within 
it.” Per Earl, C., in Leitch v. Wells, 48 N. Y. 585, 609 (1872). See also Hunt, C., 
48 N. Y. at 602. As to limitations upon its application to personal property, see 
County of Warren v. Marcy, 97 U. S. 96, 106 (1877). 

217 Miller v. Sherry, 2 Wall. 237 (U. S. 1864) ; Jones v. McNarrin, 68 Me. 334 
(2878) ; Paine v. Root, 121 Ill. 77 (1887) ; Hailey v. Ano, supra note 215, at 576, 32 
N. E. at 1070. 
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ruptcy relates to all the property of the bankrupt to which the 
trustee may get title, but it requires the broadest possible applica- 
tion of the doctrine to cover the case. The trustee gets title as of 
the date of the petition by means of a fiction of relation back. 
The Act as a whole does not clearly indicate that such a fiction is 
to be applied to the detriment of a bona fide purchaser for value 
contrary to the general principles applied to such fictions apart 
from the doctrine of lis pendens. The amendment of 1910 to Sec- 
tion 47(a)(2) discussed above draws a distinction between prop- 
erty of the bankrupt coming into the custody of the bankruptcy 
court, and other property of the bankrupt. If the doctrine of lis 
pendens is to be applied in its full rigor it would seem to put all of 
the property of the bankrupt into the custody of the a mererepity 
court from the date of the petition. 

A proposal to introduce a paragraph into the Act protecting 
certain bona fide dealings for present consideration with the bank- 
rupt, unlike other amendments here considered, does not tend 
to increase dividends payable to creditors. But it is possible to go 
too far in one direction. The courts have protected bona fide pay- 
ments *** and cash sales **® to the bankrupt after the petition and 
have held he is still the owner of his property “in trust ” to such 





218 Frederick v. Fidelity Ins. Co., 256 U. S. 395, 398, 3909 (1921). In this case 
the Court seized upon the fact that the insurance policy provided that the benefi- 
ciary could not be changed without a surrender of the policy, interpreted this pro- 
vision as “so purposed that at least it [the company] should have notice before 
its liability under the policy was modified” and said that “the company, having 
in good faith performed the contract according to its terms, without the notice 
that the contract called for as a condition of changing the terms, can not be called 
upon to make the further payment demanded by the trustee.” But any debtor per- 
forms his contract according to its terms when he pays his creditor, and it is an 
implied term of any contract that no assignment shall bind the debtor who pays 
the assignor without notice. The question is whether the Bankruptcy Act requires 
the debtor to pay at his peril. The Court says no, and the decision is not one of 
those legal oddities ‘‘to be limited to the facts of the particular case.” Stone v. 
Superior Fire Ins. Co., 278 Pa. St. 400, 123 Atl. 333 (1924), accord. See (1924) 
24 Cor. L. Rev. 669. Payments by banks upon the bankrupt’s checks after the 
petition have been repeatedly protected. In re Zotti, 186 Fed. 84 (C. C. A. 2d, 
1911); Citizens’ Union Nat. Bank v. Johnson, 286 Fed. 527 (C. C. A. 6th, 1923). 
See In re Fuller, 294 Fed. 71 (C. C. A. 2d, 1923). However, if the payment is prefer- 
ential the payee cannot keep it, and his bona fides is immaterial. In re Howe, 235 
Fed. 908 (D. Mass. 1916), aff'd sub nom. Edison Elec., etc. Co. v. Tibbetts, 241 Fed. 
468 (C. C. A. 1st, 1917). 

219 Jn re Perpall, 271 Fed. 466 (C. C. A. 2d, 1921). Cf. In re Latex Drilling Co., 
11 F. (2d) 373 (W. D. La. 1926). 
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an extent that he can maintain a suit,’’® but no consistent theory 
of protected transactions has been developed. The present situa- 
tion is conducive to confusion and uncertainty, with potentialities 
for argument, “ bluffing,” litigation, expense and delay that have 
not been fully realized.*** It may be that the need of discouraging 
a practice on the part of bankrupts of liquidating their assets and 
concealing the proceeds is so strong in this country that all other 
considerations should be overborne. If there are to be no pro- 
tected transactions after the filing of the petition, it would clarify 
the situation to say so. 

The English Bankruptcy Acts of recent years **? have made 
careful provision for protected transactions. The general scope of 
the following paragraph is suggested by the English Act of 1914, 
Section 45.7°* 


(g) Nothing in this act shall invalidate any transfer to or for account 
of the bankrupt by any other person, or any transfer for present fair 
equivalent value by or on behalf of the bankrupt, if both the following 
conditions are fulfilled: (1) that the transfer is made before the qualifi- 
cation of the receiver or trustee, whichever first qualifies and (2) that 
the person other than the bankrupt to, for or by whom the transfer is 
made has not at the time of said transfer knowledge or reasonable cause 





220 Johnson v. Collier, 222 U. S. 538 (1912). See Gunther v. Home Ins. Co., 
276 Fed. 575, 576 (D. Mont. 1921). 

221 The silence of the Act alone would be troublesome. Additional complica- 
tions are caused by the fact that Johnson v. Collier, supra note 220 and In re 
Zotti, supra note 218, were decided before Everett v. Judson, supra note 188, made 
clear that the trustee’s title relates back to the petition. See supra p. 605. Prob- 
ably few courts would ignore that last case, and in order to protect a transaction 
emphasize that “ contrary to the former Bankruptcy Acts, the statute of 1898 vests 
the trustee’ with title . . . as of the date of the adjudication.” See In re Latex 
Drilling Co., supra note 219, at 375. But we can expect many statements to the 
effect that the title only relates back “broadly speaking” “for the purpose of 
adjudicating rights and equities generally,” (see Citizens’ Union Nat. Bank v. 
Johnson, supra note 218, at 528), but not for the specific purpose or as to the 
particular parties before the court. 

222 (1914) 4 & 5 Geo. V, c. 50, § 45, as supplemented by (1926) 16 & 17 Geo. V, 
c. 7, $4; (1883) 46 & 47 Vict. c. 52, § 49; (1869) 32 & 33 Vict. c. 71, § 94. 

223 (1914) 4 & 5 Geo. V, c. 59. Such a provision is, of course, more necessary 
under the English Act where the title of the trustee relates back to the act of bank- 
ruptcy established. Jbid. §§ 37, 38. To adopt the English scheme entirely in this 
respect, even if desirable, would involve a radical departure from our settled prac- 
tice, far beyond the scope of anything here suggested. It is, however, entirely feas- 
ible to have a limited protecting clause, without going so far as the English Act to 
invalidate transactions not thereby protected. 





616 HARVARD LAW REVIEW 


to believe either that any act of bankruptcy has been, is being, or is 
about to be committed, or that a petition in bankruptcy has been filed 
by or against the bankrupt. Except as in this paragraph otherwise pro- 
vided, and except as otherwise held or provided with reference to the 
bona fide purchase of negotiable instruments, no transfer by, to or for 
account of the bankrupt after the filing of the petition shall be valid as 
against the trustee in bankruptcy, and the trustee may assert against any 
person whatsoever title as of the date of the petition to all property of 
the bankrupt specified in subdivision (a) of this section including ac- 
counts receivable and other choses in action. 


It is to be noticed that the law of preference, fraudulent convey- 
ances and voidable liens as set forth in Sections 60 and 67 is in no 
way affected. The word transfer is used in the broadest sense rely- 
ing on the sweeping definition of Section 1(25), but only transfers 
for present “ fair equivalent value ” are protected. The quoted 
words are used in preference to any reference to “ consideration ” 
in order to steer clear of the technical associations with that word. 
The Uniform Fraudulent Conveyance Act refers to a “ fair con- 
sideration ” and defines it as a “ fair equivalent ” *** when applied 
to transfers of property by way of sale or exchange as distin- 
guished from transfers by way of security. The conception, 
though not technical or definite, seems intelligible and practically 
useful. A transfer for legal consideration not equivalent in value 
to the property transferred might be protected to the extent of the 
value of the consideration, but it may be just as well to keep pro- 
tected transactions within the narrowest possible limits. It is 
frequently so hard to prove bad faith that it is a debatable 
question whether there should be any protected transactions 
at all. 

The Bankruptcy Act is now defective in many respects. It is 
easy to find fault. It is less easy to propose something better. The 
amendments here proposed are not all of equal importance. They 
are not all offered with the same confidence. Some of them seem 
quite necessary and others involve arguable questions of policy. 
In case of doubt as to whether a certain new provision, or a part 

224 §3. This statute has been enacted in fourteen states at the following dates: 
Arizona, 1919; Delaware, 1919; Maryland, 1920; Massachusetts, 1924; Michigan, 
1919; Minnesota, 1921; New Hampshire, 1919; New York, 1925; New Jersey, 1919} 
Pennsylvania, 1921; South Dakota, 1919; Tennessee, 1919; Utah, 1925; Wisconsin, 
1919. 
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of it, is desirable, we have in some cases resolved the doubt in favor 
of its inclusion upon the theory that it will be easier hereafter to 
eliminate surplusage made apparent than to discover hidden omis- 
sions and formulate provisions to supply them. ‘The proposals 
which have been formulated during the course of this article are, 
for convenience, summarized in the appended note.”° They are 
submitted as presenting in definite form points which should re- 
ceive consideration the next time the Bankruptcy Act is amended. 


James Angell McLaughlin. 


Harvarp Law ScHOooL. 





225 §1(6). Repeal amendment of 1926. P. 364, note 75. 

§1(19). Refer to definition in § 54. Ibid. 

§ 3(a)(3). Recast form, eliminating use of term preference making clause obvi- 
ously cognate to §§ 3(a)(4) and 67(f); state that notice of sale or sale pendente 
lite is sufficient to constitute this act of bankruptcy. P. 373. 

§ 3(a)(4). Alter form, making clear that only liens are involved. P. 370. 

§3(a)(5). Alter form, eliminating conflict of auxiliary verbs and separate ref- 
erence to appointment of a receiver. P. 368. 

§3(b). Alter to conform to West Company v. Lea, 174 U.S. 590 (1899) ; refer 
to notorious, exclusive and continuous possession. P. 374. 

§3(c). Refer specifically to §3(a)(1). Ibid. 

§3(d). Refer specifically to §§ 3(a)(2) and 3(a)(3). Ibid. 

§4(b). Strike out “any unincorporated company ”; test exempt occupations 
as of the dates of acts of bankruptcy. Pp. 364, note 75; 366. 

§ 54. Provide that Massachusetts trusts are unincorporated companies; direct 
manner of administering such companies according to proportion of provable claims 
constituting direct liabilities of the associates. P. 363. 

§17. Except from discharge contingent claims or claims for anticipatory breach 
of contract insofar as creditor may be prevented from getting dividend by reason of 
unavoidable delays occurring under §§ 63(b) and 70(a) as amended; declare law 
of waiver of discharge and failure to obtain discharge in prior proceedings. Pp. 
591-92. 

§21(h). Protect communications to trustees and receivers; improve form. 
P. $62. 

§25(b). Specifically repeal this paragraph. P. 344. 

§$ 47(a)(2). Transfer amendment with slight modification to the end of § 70(a). 
Pp. 610-11. 

§ 47(a)(12). Supplement law of preferences in stock-brokerage bankruptcies. 
P. 385. 

§$57(g). Add proviso in favor of surety confronted with preference to creditor 
not benefitting him; authorize refusal to allow inequitable claims. Pp. 588; 594, 
note 162. 

§57(n). Repeal clause extending time to file claims liquidated by litigation as 
superseded by amendments to §§ 63(b) and 17. P. Sor. 

§509(b). Settle that provable claims need not antedate petition. P. 592. 

§59(e). Count creditors accepting a general assignment as against the petition. 
P. 593. 
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$60(a) and (b). Completely recast. Cure lack of codrdination between 
$§3(a), 3(b), 60(a), 60(b) and 67(f). Make provisions of §3(b) concerning 
recording and notorious possession applicable to voidable preferences; eliminate 


reference to “ greater percentage ” and to judgments not liens; avoid levies destroy- . 


ing insolvency; prevent fictions of relation back or judicial creation of inequitable 
“liens”; declare pledgors of negotiable securities to be creditors for purposes of 
preference and pool all margin stocks; differentiate remedies of trustee concerning 
preferences by payment and by lien; make those by lien conform to § 67(f). Pp. 
377-80. 

§$60(e). Define rights of creditor and surety of insolvent who tenders prefer- 
ential payment. P. 583. 

§ 63(a)(4). Insert cross reference to amendment to § 70(a). P. 606, note 190. 

§ 63(b). Adopt substance of English system requiring presentment of all un- 
liquidated and contingent claims. P. sgo. 

Add § 63(c). Tort claims not provable unless full damages recoverable on con- 
tractual theory. P. 594. 

§$64(b). Provide for priority of counties and districts on non-tax claims; pro- 
hibit creation of “equitable priority ” by failure to create a lien. Pp. 347; 387, 
note 125; 504. 

§67(c). Repeal this paragraph. P. 594. 

$67(d). Codify Dean v. Davis, 242 U. S. 438 (1917); save liens four months 
old. P. 506. 

§ 67(e). Eliminate surplusage and overlapping § 70(e) ; include recording pro- 
visions to correspond with §§ 3(b) and 60(a). P. 597. 

§ 67(f). Improve form. P. 598. 

§ 67(g). Declare law of inchoate statutory liens. Ibid. 

§67(h). Avoid receiverships and general assignments; save state court pro- 
ceedings to enforce indefeasible liens. P. 599. 

§ 68(a). Require claims to be allowable in order to be set off. P. 600, note 180. 

§68(b). Protect indorser of paper who takes it up from indorsee. P. 603. 

§$ 68(c). Prevent preferential set-offs by loans to debtors by bankrupt, with 
particular reference to bank deposits. P. 604. 

§ 70(a). Make the petition the date of cleavage. P. 605. 

§$ 70(a)(5). Insert “immediately ” before “ prior”; add second provision de- 
claring provability of claims for anticipatory breach of contract and putting leases 
upon a similar basis. Pp. 604; 605. 

§ 70(a)(7) and (8). Give trustee express title to property covered by avoid- 
able general assignments and receiverships. P. 595, note 166. 

§$ 70(a). Add at end, provision for trustee’s realizing upon contingent interests 
and setting up bankrupt’s personal defenses; set forth amendment of 1910 to 
§ 47(a) (2), slightly modified. Pp. 609-11. 

§ 70(g). Protect bona fide payments to and transfers by bankrupt for full 
value before qualification of receiver. P. 615. 
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FLUCTUATING RATES OF EXCHANGE AND THE CONFLICT OF Laws. — 
As a consequence of the War and its aftermath Anglo-American courts 
have been forced to write several new chapters in our collection of legal 
precepts. A chapter which the courts have had particular difficulty in 
compiling is that dealing with the ascertainment of damages in cases 
where it is necessary to take account of two or more media of exchange 
which are fluctuating with respect to each other.? Formerly, this prob- 
lem was seldom presented.* But the violent fluctuations which have 
been incident to the War, and especially to the reconstruction period, 





1 Other chapters are those on war as an excuse for non-performance of a con- 
tract; and on the treatment to be accorded the acts of a de facto government. See 
as to the former Page, The Development of the Doctrine of Impossibility (1920) 18 
Micu. L. Rev. 589; and (1926) 40 Harv. L. Rev. 305, Note. As to the latter, 
(1925) 38 Harv. L. Rev. 816, Note. 

2 The amount of controversy which the subject has provoked is prodigious. 
See Rifkind, Money as a Device for Measuring Value (1926) 26 Cot. L. REv. 550; 
Drake, Reckoning of Damages in Fluctuating Exchange (1925) 23 Micn. L. Rev. 
695; Nagus, Rate of Exchange in Reference to Foreign Debts (1924) 40 L. Q. REv. 
149; Gluck, Rate of Exchange in the Law of Damages (1922) 22 Cor. L. REv. 217; 
McNair, Rate of Exchange in English Judgments (1921) 37 L. Q. Rev. 38; Oliphant, 
Money (1920) 29 YALE L. J. 606. 

3 The earliest American decision upon the subject seems to be Toan v. Le Gaux, 
1 Yeates 204 (Pa. 1793) (judgment date rule). The earliest English decision seems 
to be Elkins v. East India Co., 1 P. Wms. 395 (1717) (seemingly the judgment 
date rule). The most important pre-war decision is Manners v. Pearson, [1898 ] 
1 Ch. 581 (apparently the breach date rule). 





620 HARVARD LAW REVIEW 


have raised it in a variety of aspects, and the answers of the courts have 
been conflicting as well as confused.* Two recent decisions ° of the Su- 
preme Court have done much to clarify the American law.® 

As the judgments of courts are generally expressed in terms of their 
own money,’ in ascertaining damages for breach of contract various situ- 
ations may arise where it becomes necessary to convert foreign money 
into money of the forum. For example, X may contract with Y to de- 
liver in a foreign country, (1) commodities, or (2) money of the forum, 
or (3) money of a third country, or (4) a certain amount of the money 
of that country. Conversely, (5) X may contract to deliver foreign 
money in the country of the forum.* In all these cases it may become 
necessary to decide what date should be adopted for the conversion of 
the foreign money. Among the possible dates which have been suggested 
are breach date, i.e., date when the cause of action accrued,’ date of 
commencement of the action,’® date of trial,’* date of verdict or judg- 
ment,” date at which the judgment is paid or execution levied thereon," 
and that date within a reasonable time after breach on which the rate 
was most favorable to the plaintiff..1* The only two of these alternatives 





¢ The cases will be found infra note 15. 

5 Hicks v. Guinness, 269 U.S. 71 (1925), and Die Deutsche Bank Filiale Nurn- 
berg v. Humphrey, 47 Sup. Ct. 166 (U. S. 1926). Both suits were instituted pur- 
suant to the provisions of § 9 of the Trading with the Enemy Act, as amended June 
5, 1920. 40 STAT. 411 (1917); 41 STAT. 977 (1920); U. S. Comp. Strat. (Supp. 
1923) §§ 31154a-j. 

6 A large number of the cases involving these questions are brought in the fed- 
eral courts under the provisions of the Trading with the Enemy Act cited supra 


note 5. Others can generally be brought in or removed to the federal courts on the 


ground of diversity of citizenship. Decisions of the Supreme Court on this subject 
have, therefore, an overwhelmingly greater significance than those of any other 
American tribunal. 

7 A court of the United States cannot enter a judgment expressed in terms of 
foreign money. Bronson v. Rodes, 7 Wall. 229 (U. S. 1868) ; The Edith, Fed. Cas. 
No. 4,281 (S. D. N. Y. 1871) ; 1 Sep¢wicx, Damaces (oth ed. 1912) § 273. 

8 In each of these cases the contract may be made in the foreign country, or in 
the country of the forum, or in another country. It would seem that the place 
where the contract is made should not be material. It is also possible that portions 
of the performance may be due in different countries. In such a case, regardless of 
the fact that another part of the performance is due elsewhere, the law of the juris- 
diction where each partial breach occurred should control in determining damages 
therefor. This result would seem to follow from the discussion in the text, infra p. 
622. This must, however, be qualified by the principle of contract law which 
allows a plaintiff after a partial but material breach of contract to sue for the loss 
of the entire contract. See 3 WimListon, Contracts (1920) § 1317. 

® See cases infra note 15. 

10 Revillon v. Demme, 114 Misc. 1, 185 N. Y. Supp. 443 (1920), commented on 
in (1921) 19 Micu. L. REv. 652. 

11 Smith v. Shaw, Fed. Cas. No. 13,107 (C. C. Pa. 1808); Lee v. Wilcocks, 5 
S. & R. 48 (Pa. 1819). 

12 See cases infra note 15. 

13 See Burgess v. Alliance Ins. Co., 10 Allen 221, 228 (Mass. 1865). 

14 Cf, Butler v. Merchant, 27 S. W. 193 (Tex. Civ. App. 1894). This rule has 
been urged upon the analogy of the measure of damages in an action for the con- 
version of corporate stock. See Ladd v. Arkell, 8 Jon. & S. 150, 150 (N. Y. 
City Ct. 1875) ; (1916) 290 Harv. L. Rev. 873. Cf. Galligher v. Jones, 129 U. S. 193 
(1889) ; Dimock v. U. S. Nat Bank, 55 N. j. L. 206, 25 Atl. 926 (1893). 

In Fergusson & Co. v. Brown & Tawse, [1017] 2 Scot. L. T. 2, the court took 
an average exchange value of the German mark over a period of six months. 
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that have been seriously considered by the courts are the date of breach 
and the date of judgment or verdict. Generally, in each of the possible 
situations enumerated above the weight of authority favors the breach 
date rule.*® 

The more recent case in the Supreme Court, Die Deutsche Bank 





15 (rt) Where X has contracted to deliver commodities in a foreign country, it 
has been held that the breach date rule should apply. Wichita Mill v. Naamlooze, 
3 F. (2d) 931 (C. C. A. 5th, 1925) (flour in Holland). But see The Saigon Maru, 
267 Fed. 881 (D. Ore. 1920) (libel for breach of contract to carry goods; judgment 
date applied). 

(2) Suppose X has contracted to deliver to Y $1000 in Germany in 1914 and 
suit is brought in the United States on the obligation in 1921. Should Y recover 
$1000 plus interest, or the value in 1921 of the number of marks $1000 would have 
purchased in 1914, say $75? No recent case seems to have arisen involving this 
particular situation, but the reasoning in the Deutsche Bank case, supra note 5, as 
well as the earlier decisions, would indicate the latter figure. See Grant v. Healey, 
Fed. Cas. No. 5,696, at p. 980 (C. C. Mass. 1839). Contra: Lodge v. Spooner, 8 
Gray 166 (Mass. 1857). Cf. Jelison v. Lee, Fed. Cas. No. 7,256 (C. C. Mass. 
1847) ; Hussey v. Farlow, 9 Allen 263 (Mass. 1864) ; Trecartin v. The Rochambeau, 
Fed. Cas. No. 14,163 (C. C. Me. 1865) ; Katcher v. American Exp. Co., 94 N. J. L. 
165, 109 Atl. 741 (1920). 

(3) Where the contract was to deliver in a foreign country the money of a 
third country, the following cases hold that breach date rule prevails: Hoppe v. 
Russo-Asiatic Bank, 235 N. Y. 37, 138 N. E. 497 (1923) (francs in England) ; In re 
British Am. Cont. Bank, Goldzieher & Penso’s Claim, [1922] 2 Ch. 575 (various 
currencies in America); Jn re British Am. Cont. Bank, Lisser & Rosenkranz’s 
Claim, [1923] 1 Ch. 276 (dollars in Germany); Grunwald v. Freese, 34 Pac. 73 
(Cal. 1893) (Mexican dollars in Japan). 

(4) Where the contract was to pay in a foreign country money of that country, 
there is a more nearly even split of authority. The following cases apply the 
breach date rule: Dante v. Miniggio, 298 Fed. 845 (Ct. of App. D. C. 1924) 
(France); Page v. Levenson, 281 Fed. 555 (D. Md. 1922) (France); Orlik v. 
Wiener Bank Verein, 204 App. Div. 432, 168 N. Y. Supp. 413 (1923) (Austria) ; 
Gross v. Mendel, 225 N. Y. 633, 121 N. E. 871 (1919) (Germany); Simonoff v. 
Granite City Nat. Bank, 279 Ill. 248, 116 N. E. 636 (1917) (France); Peyrae v. 
Wilkinson, 'sosa) 2 K. B. 166 (to pay francs but not stated where payable) ; In re 
British Am. Cont. Bank, Lisser & Rosenkranz’s Claim, supra; Barry v. Van den 
Hurk, [1920] 2 K. B. 709 (United States); Manners v. Pearson, supra note 3 
(Mexico). See Katcher v. American Exp. Co., supra. See also Revillon v. Demme, 
supra note 10. Professor Cook in his article, The Logical and Legal Bases of the 
Conflict of Laws, infra note 26, at 473, states Guinness v. Miller, 291 Fed. 769 
(S. D. N. Y. 1923), as an authority for applying the breach date rule in this situa- 
tion. The record in this case does not show where the foreign money was payable, 
but the Supreme Court, when the case came before it sub nom: Hicks v. Guinness, 
supra note 5, indicated at the argument that it would assume that the foreign money 
was payable at the domicil of the creditor, i.e., in the United States. See 269 U. S. 
at 80. 

In the following cases judgment date rule was applied: Die Deutsche Bank 
Filiale Nurnberg v. Humphrey, supra note 5; Liberty Nat. Bank v. Burr, 270 Fed. 
251 (E. D. Pa. 1921) (England); The Hurona, 268 Fed. 910 (S. D. N. Y. 1920) 
(France) ; Metcalf Co. v. Mayer, 213 App. Div. 607, 611 N. Y. Supp. 53. (1925) 
(France) ; Sirie v. Godfrey, 196 App. Div. 529, 188 N. Y. Supp. 52 (1921) (France) : 
Comstock v. Smith, 20 Mich. 338 (1870) (Canada) ; Hawes v. Woolcock, 26 Wis. 
629 (1870) (Canada) ; Marburg v. Marburg, 26 Md. 8 (1866) (Germany) ; Lee v. 
Wilcocks, supra note 11 (to pay Turkish piastres, but not stated where payable) ; 
Kirsch v. Allen, 36 T. L. R. 59 (1919) (United States). ‘ 

(5) Where the contract was to deliver foreign money in the forum, the authori- 
ties clearly favor the breach date rule. Hicks v. Guinness, supra note 5, aff’g Guin- 
ness v. Miller, 299 Fed. 538 (C. C. A. 2d, 1924), aff’g 201 Fed. 768, 769 (S. D. N. Y. 
1923). See Spreckels v. The Weatherby, 48 Fed. 734 (E. D. Pa. 1891) (to remit in 
United States money collected by sale of goods in Germany). 
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Filiale Nurnberg v. Humphrey,’* involved a breach of a contract for 
the payment on demand, of marks by the German Bank in Germany." 
The plaintiff urged upon the Court, Hicks v. Guinness,* where in an ac- 
tion on a contract to deliver marks in the United States the Court had 
held for the breach date rule. But the Court decided that the rate of 
exchange at date of judgment should apply, distinguishing Hicks v. 
Guinness on the ground that there the debt in marks was payable in the 
United States.® From the rationale of these cases, there seems to result 
the following rule for the guidance of the federal courts: Where a breach 
of contract occurs in a foreign country the damages shall be reckoned in 
the money of that country at the date of breach and then converted into 
the money of the forum at the date judgment is entered; but where a 
contract to deliver foreign money in the country of the forum is broken, 
damages should be calculated in the money of the forum as of the time 
of breach. 

These decisions, viewing the problem as one of conflict of laws, pro- 
ceed upon an analysis of the nature of the right for which enforcement 
is sought. They found themselves on the orthodox view that when a 
plaintiff seeks relief for a breach of contract 7° which has occurred in a 
foreign country, his claim is based upon a right created by virtue of the 





16 Supra note 5. The Court states that the American law should “ enforce no 
greater obligation than exists by that [the German] law at the moment when the 
suit is brought.” 47 Sup. Ct. at 167. This has been construed as holding that the 
foreign currency must be converted into dollars at the rate prevailing when suit is 
commenced. See headnote in 47 Sup. Ct. 166. It seems, however, that the only 
alternatives considered by the Court were breach date and judgment date, and the 
dissenting opinion treats the case as a holding in favor of the judgment date rule. 
Furthermore the reasoning of the majority, and particularly the statement that “ it 
[the defendant’s obligation] was and continued to be a liability in marks alone and 
was open to satisfaction by the payment of that number of marks at any time,” is 
inconsistent with the view that the date of bringing suit should control. 

17 Humphrey’s claim for the same sum which he claimed in this suit has since 
been filed with the Mixed Claims Commission. Under an agreement between the 
United States and Germany dated Feb. 25, 1925, after the principal case was be- 
gun, the German Government has provided for payment of substantially the full 
pre-war value of the mark as compensation to American creditors who sustained 
losses through the mark’s depreciation. See Letter to Hon. R. W. Bonynge, Agent 
of the United States before the Mixed Claims Commission, Washington, D. C., 
dated Berlin, Germany, Aug. 19, 1924, proposing offer accepted by the United 
States. Minutes of the Mixed Claims Commission, United States and Germany, 
Feb. 25, 1925. 

18 Supra note 5. 

19 The Court had more difficulty in distinguishing Sutherland v. Mayer, 46 Sup. 
Ct. 538 (U. S. 1926), commented on in (1926) 40 Harv. L. Rev. 138, in which the 
Court held that in an accounting under a dissolution of a German-American part- 
nership caused by the War, the rate of exchange prevailing on the day that com- 
munication between Germany and the United States was restored should be ap- 
plied, rather than the date of the commencement of the War or the date of 
judgment. 

20 It is submitted that there should be no distinction between a suit on a right 
arising under a contract and one for payment of a simple debt. Cf. Nagus, supra 
note 2, at 162; Rifkind, supra note 2, at 582. In Peyrae v. Wilkinson, supra note 
15(4), at 167, Bailhache, J., states: “I cannot see any real difference between an 
action for debt and an action for damages for breach of contract as to the date 
when the debt or damages ought to be converted into English currency.” But see 
Drake, supra note 2; (1921) 11 A. L. R. 363. 
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foreign law.” Consequently the forum should in such a case apply the 
rate of exchange existing at the time this foreign “ right ” is merged into 
a domestic judgment. Heretofore the courts have seldom considered the 
distinction between enforcing a right created by virtue of the law of the 
foreign country and a right arising under the law of the forum.” The 
substantive rules of damages have been regarded as alone controlling in 
the choice between the breach date and judgment date rules.2* The 
argument for the former rule ** went on the ground that the primary 
purpose of giving damages is to put the plaintiff in as good a position 
as he would have been had the contract been performed, while for the 
latter rule it was said that since the defendant’s promise was one to pay 
money, to adopt the breach date rule would be compelling the defendant 
to pay more than he had bargained to pay and consequently imposing a 
penalty.*® 

The analysis of the Supreme Court in the Deutsche Bank case seems 
eminently sound. Under the prevailing theory of the conflict of laws,?* 





21 See London Assurance v. Companhia, 167 U. S. 149 (1896); Nickerson v. 
Soesman, 98 Mass. 364, 371 (1865); 1 Beate, Conriict or Laws (1916) §§ 70-78, 
138; Story, Conrrict or Laws (8th ed. 1883) § 18; Dicey, Conriicr or Laws 
(2d ed. 1908) 56; 1 SEDGWICK, DAMAGES, § 274; BEALE, SUMMARY OF THE CONFLICT 
or Laws, in 3 CASES ON THE CONFLICT oF Laws (1902) 501. Mr. Justice Holmes, 
who delivered the opinion of the Court in the Guinness case and spoke for the 
majority in the Deutsche Bank case, has often expressed his allegiance to this theory. 
See, e.g., Slater v. Mexican Nat. Ry., 194 U. S. 120, 126 (1904), where he says: 
“ The theory of the foreign suit is that although the act complained of was subject 
to no law having force in the forum, it gave rise to an obligation, an obligatio, 
which, like other obligations, follows the person. . . 

22 The distinction was recognized by Judge Augustus Hand in two cases de- 
cided by him on the same day. One action was for failure to pay foreign money 
abroad, in which judgment date rule was applied, and the other was a tort case 
which arose within the forum. The Hurona, supra note 15(4); The Verdi, infra 
note 36. See Grant v. Healey, supra note 15(2); Smith v. Shaw, supra note 11. 
See also Nagus, supra note 2, at 162, where an attempt is made to classify the early 
English cases on the basis of such a distinction. 

23 An excellent discussion of the “ freedom from speculation” argument often 
advanced for the breach date rule will be found in Rifkind, supra note 2, at 567. 

24 Application of the breach date rule meets with difficulties in cases where 
after failure to pay in a foreign country a liquidated sum of foreign money, and a 
subsequent decline in foreign exchange, the number of units promised is tendered 
and accepted. Logically under the breach date rule, such payment should go only 
in mitigation of damages even though the courts of the foreign country would hold 
that the same payment discharged the obligation. However, it has been held, both 
in the United States and in England, that such acceptance is a discharge of the 
obligation. Richard v. American Union Bank, 241 N. Y. 163, 149 N. E. 338 (1925), 
commented on in (1926) 39 Harv. L. Rev. 392; and Société des Hotels v. Cum- 
mings, [1922] 1 K. B. 451. It seems clear that such a result would be reached under 
the reasoning of the Deutsche Bank case. 

25 A different rule would thus be advocated by adherents of the judgment date 
rule for a contract to pay money and a contract to deliver goods. The case then 
would turn upon whether or not foreign money is to be considered as a commodity. 
Where the contract is to deliver foreign money within the forum, it seems clear 
that foreign money should be so considered. 1 SEDGWICK, Joc. cit. supra note 7. 
See Oliphant, supra note 2, at 611. 

26 Wholly different considerations would be applicable under the theory advo- 
cated by Professor Cook: “... the forum when confronted by a case involving 
foreign elements, always applies its own law to the case, but in doing so adopts and 
enforces as its own law a rule of decision identical, or at least highly similar though 
not identical, in scope with a rule of decision found in the system of law in force in 
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the right which the foreign law creates is not a right to be maintained in 
as good a position as the plaintiff would, or might, have enjoyed had the 
contract been performed,’ but rather a right to damages expressed in 
units of the foreign money.** This right comes into existence at the time 
of the breach and the character of it should not differ according to 
whether the contract is to deliver commodities or money.?® Though the 
value of the money of the country where breach occurred may fluctuate, 
the number of units to which the plaintiff has a right under the law of 
that country remains the same.*° Consequently, when a suit is brought 
to enforce this right, these units must be translated into the money of 





another state or country with which some or all of the foreign elements are con- 
nected. ... The forum thus enforces not a foreign right but a right created by 
its own law.” Walter Wheeler Cook, The Logical and Legal Bases of the Conflict 
of Laws (1924) 33 YALE L. J. 457, 469. This theory leaves the court free to apply 
as much or as little of the foreign law as seems to it consonant with a proper result. 
Professor Cook appears to regard the breach date rule as more consistent with his 
theory. Jbid. 475. He cites in this connection Guinness v. Miller, 291 Fed. 769 
(S. D. N. Y. 1923), where Judge Learned Hand, arguing from a theory much like 
that of Professor Cook, urges the application of the breach date rule. But as the 
Supreme Court treated this case, no conflict of laws problem was presented. See 
supra note 15(4). And it would seem that, in view of the very great importance of 
choosing a single law to regulate all questions connected with a breach of contract, 
Professor Cook on his own theory might well admit as something more than “ con- 
ceivable ” a rule whereby the forum would “so mould its right that it would con- 
tract or expand as the rate of exchange varied.” 33 YALE L. J. at 475. Suppose, for 
example, that on the facts of the Deutsche Bank case, both parties had been Ger- 
mans. Would it not be a little shocking that by bringing suit in a country whose 
currency had not depreciated, the plaintiff could secure a recovery many times 
greater in amount than that which his-own country, where all the operative facts 
occurred, would allow ? 

27 Suppose in 1910 X had promised to pay Y $1000, which he failed to do. In 
1920 Y sues on the promise. Obviously the 1920 dollar is not the equivalent in 
purchasing power of the 1o10 dollar, yet it is clear that Y’s damages will be $1000 
plus interest, the court not considering as an element of damages the decline in real 
value of the dollar. If Y’s right were one for damages or indemnification to place 
him in as good a position as he would, or might, have been in had the contract been 
performed, the value of the dollar should be considered. See (1922) 35 Harv. L. 
Rev. 616. From a pragmatic point of view, it seems clear that Y’s right on date of 
breach was a “ crystallized” right to a certain number of units of money of the 
country whose law governs, as damages. Cf. The Mediana, [1900] A. C. 113. To 
American courts the value of one dollar is always one dollar. Legal Tender Cases, 
12 Wall. 457, 548, 549 (U. S. 1870). See Société des Hotels v. Cummings, supra 
note 24. 

28 Se that, where damages are assessed in a foreign country, a court 
must of necessity compute them in terms of its own money disregarding any 
fluctuations in the real value of its money, it has been argued that, where the 
courts of the forum are determining the damages, they should not be bound by 
this limitation. (1921) 34 Harv. L. Rev. 422. But cf. Judge Hough in Zimmerman 
v. Hicks, 7 F. (2d) 443, 445 (C. C. A. 2d, 1925): “ In answer we think it plain that 
they did not owe a certain number of units of any fixed value, nor could their debts 
be expressed in any universal currency; they owed only certain quantities of the 
thing called money within that political subdivision of the world in which the bank 
existed and to the laws of which it was subject.” 

29 The only possible distinction is that in the latter case the quantum of dam- 
ages is liquidated at the outset, as our courts do not generally give damages for 
non-payment or detention of a debt. See the dissenting opinion of Lord Carson in 
S. S. Celia v. S. S. Volturno, infra note 36, at 567; 1 Cuirry, Preapine (16th ed. 
1876) 121. But the common law conception is that even in the former case the 
right is crystallized at date of breach though its amount is unascertained. 

80 “| . it is impossible to say that lei, measured by lei, had declined in value.” 
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the forum at the rate of exchange prevailing at the date when the foreign 
right is merged in a judgment of the forum.** On the other hand, when 
the contract is for delivery of units of the foreign money in the forum, 
the law of the forum creates a right at the time of breach to so many 
units of its own money as damages,** and hence the breach date rule 
should be applied. The application of the breach date or judgment date 
rules ** will therefore depend, not upon the nature of the subject matter 
of the contract, nor upon a varying policy of favoring the defendant or 
the plaintiff,** nor upon an arbitrary decision,®® but upon the place 
where the breach has occurred. Whether or not the plaintiff or the de- 
fendant will be benefitted by an application of these principles will de- 
pend entirely upon whether the currency of the foreign country has 
depreciated or appreciated. Certainty and consistency with principle 
will thus be attained, without the surrender of practicability or general 
fairness. 

The foregoing discussion has been confined entirely to situations of 
contractual recovery. Where X commits a tort in a foreign country and 
is sued by Y in the forum,** similar principles should be applicable.*’ 
Upon the commission of a tort a right arises to damages, expressed in 
units of the money of the country in which the tort occurred.** These 
damages, primarily expressed in the money of the foreign country, 
should be translated into money of the forum as of the date when the 
right is mferged in a forum judgment.*® Conversely, where a tort occurs 
in the forum, but where damages must be reckoned in terms of foreign 
money, the right to reparation is expressed in the money of the forum at 
the date the cause of action arises, and hence the rate of exchange exist- 
ing on such date should prevail.*® 





Richard v. American Union Bank, supra note 24, at 167, 149 N. E. at 339. See 
Page v. Levenson, supra note 15(4), at 558. 

81 See The Hurona, supra note 15(4); Liberty Nat. Bank v. Burr, supra note 
15(4); 1 SUTHERLAND, Damaces (4th ed. 1916) § 213; 2 WHARTON, CONFLICT OF 
Laws (3d ed. 1905) 861; Story, op. cit. supra note 21, at 425, 427, 428; 4 PHILLI- 
MORE, COMMENTARIES ON INTERNATIONAL LAw (3d ed. 1889) 648. 

82 Hicks v. Guinness, supra note 5. See 1 SEDGWICK, loc. cit. supra note 7. 

33 Two decisions of the New York Appellate Division, First Department, seem 
to draw a distinction between transactions iz money and for money. See Sirie v. 
Godfrey, supra note 15(4) ; and Gross v. Mendel, supra note 15(4), at 537-38. 

34 But see Rifkind, supra note 2, at 570, 587. 

35 But see Gluck, supra note 2, at 240. 

36 The tort cases involving this problem are comparatively few, and all hold 
that the rate of exchange prevailing on the date the cause of action accrued should 
be applied. The Verdi, 268 Fed. 908 (S. D. N. Y. 1920) (collision in New York 
harbor; damages ascertained in pounds) ; Di Ferdinando v. Simon, [1920] 2 K. B. 
704, aff'd, [1920] 3 K. B. 409 (defendant contracted to carry goods to Italy, but 
failed to do so, and converted same) ; S. S. Celia v. S. S. Volturno, [1921] 2 A. C. 
544 (collision of two ships at sea; damage to Italian ship computed in lire). 

37 See S. S. Celia v. S. S. Volturno, supra note 36, at 56r. 

88 See note 21 supra. 

89 Some qualification must probably be made in cases where the plaintiff’s 
loss is of a non-pecuniary nature. There being no yard-stick by which to measure 
such losses, the right to a certain number of units of money arises not at the time of 
injury but when the loss is estimated by the jury. Cf. Cochran v. Boston, 211 
Mass. 171, 97 N. E. 1100 (1912) (interest not allowed in suit for personal injuries). 
See 1 Sepcwicx, DAMAGES, § 316; 2 zbid. §§ 481 et seq. 

40 The Verdi, supra note 36. If the Di Ferdinando case, supra note 36, be con- 
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EFFECT OF SEPARABILITY CLAUSES IN STATUTES. — The considera- 
tions determining when unconstitutionality of part of a statute will make 
the whole act void, have been fairly well explored. It may in general 
be said that the invalidity of a part will not be fatal to the whole if the 
valid portion is capable of being practically administered and if the court 
thinks the legislature would have preferred half the statutory loaf to 
none at all. The question has, however, been complicated by a com- 
paratively new legislative practice of adding separability clauses to 
statutes. While such clauses take different forms,” they usually consist 
of a direct statement of separability followed by a declaration of intent 
that all the constitutional sections shall be given effect irrespective of the 
invalidity of other sections. They seem to have come into vogue about 
1910,° and have been steadily increasing in popularity. 

The attitude of the courts toward these provisions is one of scepticism. 
There has been a tendency to hold that the legislature really did not 
mean what it said, and that if it did, its intent was ineffective, being 
either a usurpation of judicial or a delegation of legislative power.‘ 
Neither of these objections appears to be sound. Surely the legislature is 
not attempting to pass upon the constitutionality of the statute. And 
the universally accepted doctrine of separability necessarily implies that 
the ultimate form of an act which has been subjected to judicial review 
may differ from its form at the time of passage and still be given effect 





sidered as an action for conversion, then the tort occurred in England where the ° 
goods were converted, and the case should rightly be placed in this category. 

In S. S. Celia v. S. S. Volturno, supra note 36, the collision occurred in the 
Mediterranean and not within the territorial limits of any country. The Celia being 
an English steamship, the right to damages for its injury is created by the English 
law, and the Volturno being an Italian ship the right to damages for its injury 
should be considered as created by Italian law. The court, however, settled the 
claims of both parties on the basis of English law, applying breach date rule for both 
parties. 

1 See Dorchy v. Kansas, 264 U. S. 286 (1924); Alpha Cement Co. v. Knapp, 
230 N. Y. 48, 60, 129 N. E. 202, 206 (1920) ; Cootey, ConsTITUTIONAL LIMITATIONS 
(7th ed. 1903) 247; 1 Lewis’ SUTHERLAND, STATUTORY CONSTRUCTION (2d ed. 1904) 
$§ 297, 305. 

2 The clause in the California Motor Vehicles Transportation License Act (Cat. 
STATS. 1923, c. 341, $11) is typical: “If any section, subsection, clause, or phrase 
of this act is for any reason held to be unconstitutional, such decision shall not af- 
fect the validity of the remaining portions of this act. The legislature hereby de- 
clares that it would have passed this act and each section, subsection, sentence, 
clause, or phrase thereof irrespective of the fact that any one or more sections, sub- 
sections, clauses or phrases be declared uriconstitutional.” See note 15 infra. 
Sometimes the clause will provide that if the statute is invalid when applied to 
certain persons, it shall remain operative as to those to whom it can constitution- 
ally apply. See, e.g., the Futures Trading Act, 42 Stat. 187 (1921). This was the 
case discussed in Hill v. Wallace, 259 U.S. 44 (1922). Occasionally the clause will 
provide for separability only if the main purpose of the act can be effected without 
the invalid provision. See Shea v. North Butte Mining Co., 55 Mont. 522, 179 
Pac. 499 (1919). 

8 While there are sporadic instances of these clauses earlier, they first begin to 
be discussed and applied in a group of cases around roro. Borgnis v. Falk, 147 
Wis. 327, 133 N. W. 209 (1011); State v. Clausen, 65 Wash. 156, 117 Pac. 1101 
(1911) ; State v. Montgomery, 177 Ala. 212, 59 So. 294 (1912); Saari v. Gleason, 
126 Minn, 378, 148 N. W. 203 (1014). 

4 See State v. Carter, 174 Ala. 266, 56 So. 974 (1911); Nixon v. Allen, infra 
note 21; Dorchy v. Kansas, supra note 1; Sutherland v. Board of Trustees, infra 
note 21. 
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if in accord with the presumed desire of the legislators.* The legislature, 
by informing the courts as to what its desires are, is aiding and not 
obstructing the judicial function. Nor are the courts, by applying the 
clause, reframing legislation. It is true that their elimination of certain 
provisions may change the scope of the act, but by the express language 
of the separability clause this new scope is one which the legislature 
contemplated and faute de mieux desired. 

It would seem, however, that the presence of a separability clause in 
no way alleviates the situation where the remaining valid portions of 
the statute do not constitute a workable act capable of being admin- 
istered. A residual “ confused detail of incoherent provisions ” will not 
be given effect.° Pretty clearly the legislators did not mean the separa- 
bility clause to be so sweeping, and if their language, literally construed, 
indicates such an intent, in the words of the Arkansas court, it “ doth 
protest too much methinks.” * On the other hand, portions which con- 
stitute a workable whole but are incidental and auxiliary to a main 
invalid purpose seem deserving of recognition. Courts should not feel 
free to construe away the expressed intent of the separability clause in 
order to give effect to some general intent gathered from the whole act. 
The proper attitude is shown in the action of the Kansas court, which 
gave separate effect to the section of the Kansas Industrial Court Act 
forbidding the calling of strikes,* although it seems doubtful if this pro- 
vision would have been passed without the provision for compulsory 
arbitration which had been declared invalid by the Supreme Court. 
For the same reason the invalidity of a section which is made a condi- 
tion precedent to the effectiveness of the entire act should not defeat the 
remainder if there is a separability clause,® unless the wording of the 
sections in question show clearly that no legislation was contemplated 
unless the condition could be complied with. 

Other problems are encountered where a statute contains language so 
broad as to render it unconstitutional. It might be held without refer- 
ence to the separability clause that the language will be confined to its 
constitutional scope.’® If the court refuses to do this, the separability 
clause is of little aid. The clause usually refers to the separation of 
“sections, clauses, words, and phrases,” 1! not to the confining of general 





5 See Cooey, op. cit. supra note 1, at 164. 

6 State v. Bancroft, 148 Wis. 124, 134 N. W. 330 (1912). 

7 Nixon v. Allen, infra note 21, at 253, 234 S. W. at 48. 

8 State v. Howatt, 116 Kan. 412, 227 Pac. 752 (1924). And see Hill v. Wallace, 
supra note 2. 

® Arthur v. State, 148 Tenn. 434, 256 S. W. 437 (1923). Here the effectiveness 
of the act was made to depend on the outcome of a referendum. The court held 
that the invalidity of the referendum vitiated the whole act in spite of a separa- 
bility clause. Although the decision may be correct, the argument of the court that 
the separability clause, being like the rest of the act dependent on the referendum, 
never came into effect, seems mechanical, and appears to ignore the fact that it was 
perfectly competent for the legislature to provide, if it so desired, that if the refer- 
endum could not be held the act should go into effect without it. 

10 The question is sometimes made to turn on whether the desired result can be 
reached by striking out words, or whether words of limitation must be written in. 
See Employers’ Liability Cases, infra note 12; Commonwealth v. O’Neil, 233 Mass. 
535, 124 N. E. 482 (1919). 

11 A clause saying simply that any part of the act shall be severable might be 
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language to specific categories included within its sweep. But when the 
act mentions specifically several different classes of persons or things and 
is unconstitutional only as to some of them, the separability clause 
should be given effect.’* 

When express exceptions in a statute are invalidated, the prevailing 
rule is that in the absence of a saving clause the whole act must fail, 
since the excision of the exception defeats the expressed intent of the 
legislature.** And the Colorado court in a recent case ** has reached the 
same result in spite of a separability clause. This seems wrong. The 
remaining portions of the act are, in the cases involving invalid excep- 
tions, always workable; the exception is not the inducement to the act; 
and this appears to be precisely the sort of case envisaged by the legis- 
lature in enacting the separability clause. Nor can it be urged that the 
court is usurping legislative functions by extending the statute beyond 
the bounds set by the legislature, for the latter body has approved the 
court’s action in advance. The contrary and sound result has recently 
been reached in California.*® 

It is, of course, much easier to find out when the courts refuse to follow 
a saving clause than to find out when, if ever, they are swayed by one. 
Many statutes containing these clauses are held separable but in the 
great majority of cases the clause is relied on very slightly..* Even when 





used to restrict such a statute within constitutional limits. Occasionally a clause 
will specifically refer to this situation. See Hill v. Wallace, supra note 2. 

12 Snetzer ~. Gregg, 129 Ark. 542, 196 S. W. 925 (1917). The distinction between 
these two types of statutes is well illustrated by the judicial history of the First 
Federal Employers’ Liability Act. In Employers’ Liability Cases, 207 U. S. 463 
(1908), the act was held bad on the ground that phrases broad enough to include 
injuries to employees engaged in intrastate traffic could not be narrowed down to 
cover only interstate commerce. In El Paso Ry. v. Gutierrez, 215 U. S. 87 (1909), 
the same act was upheld in its application to the territory of New Mexico since the 
parts in terms applying to territories could be separated from the parts applying to 
states. See also Butts vy. Merchants & Miners Transportation Co., 230 U. S. 126 
(1913). 

An interesting analogy is furnished by cases where an employer has exacted from 
an employee an unreasonably broad contract not to engage in business. Where the 
restriction is so worded that the legal may be separated from the illegal portion by 
“ blue-pencilling,”” most American courts have enforced the restriction so far as it 
might legally have been imposed; but they have almost unanimously refused to do 
so where only general terms are used. See (1926) 40 Harv. L. Rev. 327. 

18 y Lewis’ SUTHERLAND, OP. cit. supra note 1, § 306; Connolly v. Union Pacific 
Pipe Co., 184 U. S. 540 (1902). 

14 People v. Morgan, 246 Pac. 1024 (Colo. 1926). The Colorado Migratory 
Stock Act (Coro. Laws 1925, c. 165) forbade the driving of cattle into any Colorado 
county from an adjoining state without giving the sheriff of the county ten days 
notice. Section 6 exempted from the provisions of the act stock owned by citizens 
of Colorado or grazing on land owned by them. Section 7 provided: “If any 
section, paragraph, clause, word, or phrase in this act shall be declared unconstitu- 
tional, the invalidity thereof shall not affect the remainder of this act.” The de- 
fendant, a non-resident of Colorado, was charged with violating this act and filed 
a motion to quash the indictment on the ground that the act was unconstitutional. 
From the judgment sustaining the motion, the People brought a writ of error. 
Held, that, the exemption of the citizens of Colorado being unconstitutional, the 
whole act was void. Judgment affirmed. 

15 Bacon Service Corp. v. Huss, 248 Pac. 235 (Cal. 1926). 

16 Ohio Tax Cases, 232 U. S. 576, 504 (1914); People v. Travis, 231 N. Y. 339, 
348, 132 N. E. 109, 112 (1921) ; Chicago Board of Trade v. Olson, 262 U. S. 1, 42 
(1923) ; Weller v. New York, 268 U. S. 319 (1925). 
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the court professes to lean heavily on a saving clause, a close examina- 
tion will often show that it is merely doing what it had previously done 
without express words of separability.’ And a pious attitude one year 
may give way to hostility the next.‘* The fact that each statute presents 
a unique problem in separability adds to the difficulty of measuring the 
value of these clauses. But it seems that one California decision would 
not have gone the same way without the separability clause,’® and other 
courts have found the clause at least an aid in separating statutes.”° On 
principle it seems clear that these clauses should not be disregarded 
simply because the result is to give the act a wider or narrower opera- 
tion than it originally had; ** yet the courts have largely read into the 
clause the condition that only separable provisions shall survive, thus 
leaving the question where it was originally. And it is to be feared that, 
as the clauses become more common and assume the appearance of mere 
formality, less and less weight will be given to them. 

These provisions have little if any effect on the well-established rule, 
which the recent case of Dorchy v. Kansas ** has reémphasized, that the 





17 Thus, the Pennsylvania court relied on a separability clause in Bagley v. 
Cameron, 282 Pa. 84, 127 Atl. 311 (1925), to accomplish what was done without such 
a clause in Commonwealth v. De Sarto, 62 Pa. Super. Ct. 184 (1916). And the 
Arkansas court professing to rely heavily on a separability clause in Snetzer v. Gregg, 
supra note 12, did no more than was accomplished without such a clause in Oliver 
v. Chicago, R. I. & Pac. Ry., 89 Ark. 466, 117 S. W. 238 (1909). 

18 In Borgnis v. Falk, supra note 3, the Wisconsin court, referring to a separa- 
bility clause in 1911, said: “ We think it would take a very extreme case of palpable 
absurdity or falsity in such a provision to justify any court in declaring such a 
declaration of legislative intent ineffective, if indeed a court could make such a 
declaration.” In 1912, the same court said in State v. Bancroft, supra note 6: “ This 
may be some indication of legislative intention but we regard it as merely declaratory 
of the rules laid down by the court.” 

19 See Im re Raleigh, 177 Cal. 746, 171 Pac. 950 (1918) ; Mordecai v. Board of 
Supervisors, 183 Cal. 434, 192 Pac. 40 (1920) (invalid exceptions held to make void 
whole act). 

20 Compare the result reached in State v. Robinson, 84 Wash. 246, 146 Pac. 628 
(1915), without a separability clause, with State v. Clausen, supra note 3. And 
compare Wattles v. Upjohn, 211 Mich. 514, 179 N. W. 335 (1920), with McDonald 
v. Springwells, 152 Mich. 28, 115 N. W. 1066 (1908). 

21 Nixon v. Allen, 150 Ark. 244, 234 S. W. 45 (1921), in which a statute reor- 
ganizing the county government was held wholly bad in spite of a separability 
clause, because of two invalid provisions relating to the number of county judges 
and the raising of salaries by a board, seems clearly wrong. The same may be said 
of Sutherland v. Board of Trustees, 261 S. W. 489 (Tex. Civ. App. 1924), in which 
an act redistricting school districts was held bad in spite of a separability clause, 
because the title omitted to refer to some of the districts out of which the new dis- 
trict was to be made. The latter case may, however, be supportable on the ground 
that the remaining portions could not be practically administered. 

2 Dorchy v. Kansas, 47 Sup. Ct. 86 (U. S. 1926). Dorchy was prosecuted for 
violating § 19 of the Court of Industrial Relations Act, which made it a felony for 
an officer of a labor union to induce strikes. Kan. Laws, SPECIAL SESSION 1920, 
c. 29, §19. He was found guilty and brought a writ of error to the Supreme Court. 
After the conviction in the state court, the Supreme Court had held other pro- 
visions of the act to be unconstitutional. Wolff Packing Co. v. Industrial Court, 
262 U. S. 522 (1923). The question thus arose as to whether §19 had fallen 
with those provisions. The act contained a separability clause. In Dorchy v. 
Kansas, supra note 1, the Court sent the case back to the Kansas court for the latter 
to pass upon the separability question. The Supreme Court of Kansas held that § 19 
Was separable. Kansas v. Howatt, 116 Kan. 412, 227 Pac. 752 (1924). A second 
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Supreme Court will consider itself bound by the decision of a state court 
on the question of the separability of a state statute, and in the absence 
of a state decision will refuse itself to pass upon the question.”* This is 
in accord with the sound doctrine that the construction of state statutes 
is for the state court.2* It might be argued that the presence of the 
separability clause in a statute should enable the Supreme Court to con- 
sider the matter settled instead of sending it back to the state court. 
But in view of the attitude of courts toward these clauses, it appears un- 
likely that any such weight will be given them. Nor does the refusal by 
a state court to follow a separability clause seem to raise any federal 
question. But a decision by the state court that a statute is constitu- 
tional is not a decision that it is not separable, and hence should not 
give the Supreme Court the opportunity to invalidate the whole statute 
when only a part is adjudged by it to be unconstitutional, or to hold an 
unobjectionable portion of a statute invalid, simply because another 
part of the act contravenes the Constitution.*® 



























EXONERATION OF SPECIFIC PROPERTY FROM INCUMBRANCES EXISTING 
AT THE DEATH OF THE TESTATOR OR ANCESTOR. — By the time most 
legal doctrines reach a hoary age, they have acquired several standard 
rationalizations which have in common only their vulnerability to his- 
torical and analytical attack. Such is the case with the doctrine of ex- 
oneration of specific property left subject to an incumbrance.t The 
classical explanation is that inasmuch as the personal estate has bene- 
fitted from the creation of the debt, it ought to bear the burden of dis- 
charging the debt. Yet this does not justify exoneration in cases of a 
vendor’s * or materialman’s lien,* or of property pledged for the benefit 




















writ of error was brought to the Supreme Court. Held, that the Supreme Court is 
bound by the construction of the statute by the Kansas court. Conviction affirmed. 

23 Wolff Packing Co. v. Industrial Court, 267 U. S. 552 (1925); Hallanan v. 
Eureka Pipe Line Co., 261 U. S. 393 (1923) ; Dorchy v. Kansas, supra note 1. 

24 See (1924) 37 Harv. L. Rev. 1129. 

25 Frost v. Railway Commission, 46 Sup. Ct. 605 (1926), discussed in (1926) 
40 Harv. L. Rev. 131, could be more easily explained if it appeared that the Cali- 
fornia court by discussing the wide meaning of the statute manifested its interpreta- 
tion that it was inseparable. But the California court did not profess to do this. 
It would seem that following its orthodox practice, the Supreme Court should have 
sent the case back to the California court for further decision. 

1 The doctrine applies to all incumbrances, and is not confined to mortgages. 
In re Butler, [1894] 3 Ch. 250 (banker’s lien) ; Ellis v. Eden, 25 Beav. 482 (1858), 
and Rogers v. Rogers, 1 Paige 187 (N. Y. 1828) (judgment lien) ; Taylor v. Taylor, 
3 Bradf. 54 (N. Y. 1854) (statutory lien for materials supplied); Powell v. Labry, 
210 Ala. 248, 97 So. 707 (1923) (tax lien) ; Stewart v. Denton, 4 Doug. 219 (1785) 
{import tax). As to vendor’s liens, see infra note 3. 

2 2 JARMAN, Witts (6th ed. 1910) 2043; 3 WoERNER, AMERICAN Law oF AD- 
MINISTRATION (3d ed. 1923) § 404. 

8 Since equity for many purposes regards the purchaser as owner before convey- 
ance, it is not strange that the purchaser’s heir or devisee should enjoy a right of 
. exoneration similar to that of the heir or devisee of a mortgagor. The cases make 
4 no distinction between a so-called vendor’s lien and other incumbrances. Sutherland 
v. Harris, 86 Ill. 363 (1877) ; In re McCracken, 29 Pa. 426 (1857) ; Riegelman’s Es- 

tate, 174 Pa. 476, 34 Atl. 120 (1896) ; O’Conner v. O’Conner, 88 Tenn. 76, 12 S. W. 
447 (1889). See also cases cited in Ames, Cases In Equity (1904) 191, n. 2. 
* Taylor v. Taylor, supra note 1. 
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of another person,’ nor would it entitle the devisee to exoneration out of 
lands descended. ‘The second theory invokes construction of the will, 
reading in an implied gift of a sufficient sum to discharge outstanding 
interests in the res given.® Cases of exoneration of intestate lands put 
the quietus upon this theory.’ It is often assumed that the doctrine re- 
sults from the common law principle that the decedent’s personalty is the 
primary fund for the payment of debts. However, specific legatees of 
chattels enjoy the same advantage,* while land may be made to exoner- 
ate other land. Historically, the doctrine had its genesis in the Roman 
law,® and came into the common law, at least so far as legacies are con- 
cerned, through the ecclesiastical courts.’° Analytically, it seems to 
spring from the fact that the creditor is free to collect either by suit 
against the personal representative or by foreclosure upon the property. 
In order to prevent the rights of the beneficiaries of an estate from being 
so capriciously adjusted, courts have had to say that one side could al- 
ways escape the burden at the other side’s expense;** and they based 
their preference on what seemed more likely to be the desire of the aver- 
age testator or intestate. Thus, an heir of lands mortgaged by the intes- 
tate is entitled to exoneration out of the undisposed-of personalty,’? and 
out of realty expressly charged with the payment of debts.** The spe- 
cific devisee may have recourse successively against the undisposed-of 
personalty,’* the lands descended to the heir,’* and lands charged with 





5 Fisher v. Fisher, 1 Bradf. 335 (N. Y. 1850) ; Bothamley v. Sherson, L. R. 20 
Eq. 304 (1875). 

6 Jacobs v. Button, 79 Conn. 360, 65 Atl. 150 (1906). 

Genuine construction of the words in.a will, such as the theory just mentioned 
presupposes, must be distinguished from a so-called rule of construction framed to 
take care of a situation which silent testators never contemplated. See Gray, Na- 
TURE AND SOURCES OF THE Law (1909) § 702. The latter, more sophisticated process 
more nearly approaches the explanation advanced in note 11 infra, and accompany- 
ing text. 7 Infra note 12. 

8 Infra note 19. Moreover, this theory does not necessarily explain why a court 
of equity subrogates the devisee to a creditor who has already obtained satisfaction 
out of his security. This rule has reference only to the order in which a court em- 
ploys assets of the estate in the course of administration. It need have no bearing 
on the situation when once the liability is discharged by assets which the creditor 
has in his possession. 

® BucKLAND, TEXTBOOK OF RoMAN Law (1921) 348. See also Frenca Crvi 
Cope, § 874. 

10 SWINBURNE, WILLS (1640) 345, citing 3 Masc. Conc. 1280, n. 56. The origin 
of the rule of exoneration with reference to real property is not quite clear. Cf. 
Galton v. Hancock, 2 Atk. 430 (1744); Cornith v. Mews, 1 Cas. Ch. 271 (1689) ; 
Pockley v. Pockley, 2 Vern. 36 (1689) ; Johnson v. Milksopp, 1 Vern. 112 (1689). 

11 Since the court has decided that the personalty is to bear the burden, if the 
mortgagee collects from the devised land, equity will subrogate the devisee to the 
creditor’s rights against the executor. And of course the same should be true of 
the devisee of the vendee. Lysaght v. Edwards, 2 Ch. D. 499, 521 (1876). But see 
Langdell, Equitable Conversion (1904) 18 Harv. L. REv. 245, 253. Even though 
the mortgagee fails to file his claim against the estate within the statutory period, 
the devisee may nevertheless call for the payment of the debt. Turner v. Laird, 68 
Conn. 198, 35 Atl. 1124 (1896). o-oo 

12 Howel v. Price, 1 P. Wms. 291 (1715); Hood v. Hood, 3 Jur. (N. s.) 684 
(1857) ; Newhouse v. Smith, 2 Sm. & G. 344 (1854). 

18 Chester v. Powell, 7 Jur. 389 (1843) ; Yonge v. Furse, 20 Beav. 380 (1855). 

14 Pockley v. Pockley, supra note 10. 

15 Galton v. Hancock, supra note ro. 








632 HARVARD LAW REVIEW 


the payment of debts; but not against specific legatees,’® residuary dev- 
isees,17 nor, by the weight of authority, against pecuniary legatees.’* 
A specific legatee enjoys exoneration out of the undisposed-of person- 
alty,!® lands expressly devised for the payment of debts, but not out of 
specific devises *° or legacies.”* 

A great deal of difficulty has arisen as to-incumbrances which were put 
upon the property before its acquisition by the decedent. Where he has 
merely purchased the property subject to a mortgage without incurring 
personal liability, since the creditor cannot reach the executor, obviously 
the devisee or legatee cannot shift the burden.** But even though the 
testator has incurred personal liability, exoneration will not always be 
allowed. According to the cases, the testator must have “ made the debt 
his own.” The significance of this cryptic phrase is far from clear. One 
distinction, though of dubious justification and seldom adverted to, 
seems important in grouping the decisions. Where the decedent has 
acquired by will or descent land already mortgaged, he will not be held 
to have “ made the debt his own ” by covenanting with the assignee of 
the mortgagee to pay the debt at a higher rate of interest, or even by 
executing a new mortgage in lieu of the old one. He must actually bor- 
row a substantial sum from the mortgagee and execute a new lien for 
the entire sum.?* On the other hand, less will suffice where the decedent 
purchased the land which is subject to the mortgage. While it is not 
sufficient that he covenant to indemnify his vendor,‘ it seems that if he 





16 Q’Neal v. Meade, 1 P. Wms. 693 (1720); Halliwell v. Tanner, 1 Russ. & M. 
633 (1830) ; Shelby v. Beelman, 13 S. & R. 348 (Pa. 1825); Higbie v. Morris, <3 
N. J. Eq. 173, 32 Atl. 372 (1805) ; McLellan v. Wallace, Dud. 173 (Ga. 1832). Cf. 
Rogers v. Rogers, 1 Paige 187 (N. Y. 1827). Where the will contains a direction to 
pay the debts out of the personalty, specific legacies may be used. French v. 
Vradenburg, 105 Va. 16, 52 S. E. 695 (1906). 

17 Higbie v. Morris, supra note 16. But see Bronson v. Lawrence, L. R. 6 Eq. 1 
(1868). 

18 Johnson v. Child, 4 Hare 87 (1844) ; Jn re Smith, [1899] 1 Ch. 365; McLellan 
v. Wallace, Dud. 127 (Ga. 1832). Contra: Brown v. Baron, 162 Mass. 56 (1884); 
Porter v. Howe, 173 Mass. 521, 54 N. E. 255 (1899). 

19 Bothamley v. Sherson, supra note 5. 

20 Halliwell v. Tanner, supra note 16. 

21 In re Butler, supra note 1. The doctrine applies even though the devise be 
expressly made subject to the mortgage. Serle v. St. Eloy, 2 P. Wms. 386 (1726) ; 
Duke of Ancaster v. Mayer, 1 Bro. C. C. 454 (1785). 

22 Scott v. Beecher, 5 Madd. 96 (1820); Stieglitz v. Migatz, 182 Ind. 549, 103 
N. E. 465 (1914). But where a chattel was pledged for the benefit of another, so 
that there was no personal liability on the decedent, the beneficiary was nevertheless 
held entitled to exoneration. Bothamley v. Sherson, supra note 5. 

23 Unless the distinction mentioned in the text is made, some of the later cases 
seem inconsistent with the earlier ones. Cf. Duke of Ancaster v. Mayer, supra note 
21; Woods v. Huntingford, 3 Ves. 128 (1795). Cases which illustrate the character 
of the undertaking required for the heir or devisee to make the debt his own are: 
Shafto v. Shafto, 2 P. Wms. 664 n. (1786); Duke of Ancaster v. Mayer, supra 
note 21; Pleasants v. Flood, 89 Va. 96, 15 S. E. 504 (1804); Barham v. Earl of 
Thanet, 3 M. & K. 607 (1834) ; Townsend v. Mostyn, 26 Beav. 72 (1858). 

24 Tweddle v. Tweddle, z Bro. C. C. ror, 152 (1787); Butler v. Butler, 5 Ves. 
534 (1800); Cumberland v. Coddrington, 3 Johns. Ch. 229 (N. Y. 1817). Cf. 
In re McCracken, supra note 3. In these cases, if the obligation of the purchaser 
is merely to make up any deficit after foreclosure of the land, the creditor must 
first resort to the land. Consequently the doctrine of exoneration would be in- 
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covenants directly with the mortgagee to pay the debt and the time is 
extended, or a fresh sum advanced, he will be held to have made the debt 
his own.?° Whether an undertaking by the testator to pay the mortgage 
debt is sufficient without more, causes much trouble. It has been held 
that a direct promise by the testator to the mortgagee is not sufficient,?° 
but this would hardly be followed in all jurisdictions. When the testa- 
tor or ancestor has merely covenanted with his vendor to pay the mort- 
gagee, the cases are in square conflict.”* 

These refinements of a doctrine artificial to begin with, have given 
rise to so much litigation, that it seems desirable to abolish the doctrine 
altogether by statute. And there has been some tendency in this direc- 
tion. The doctrine has been almost completely abrogated in England. 
Under Locke King’s Act and its amendments, any devisee or heir of 
lands or legatee of leaseholds takes the land subject to whatever incum- 
brance may be upon it, unless a contrary intent clearly appears on the 
face of the will.?* Since 1850, New York has had a statute seeking the 
same result,?® but not covering incumbrances other than strict mort- 
gages,°° or chattels personal, and probably not leaseholds.*t Louisiana 
over a century ago abrogated the rule completely by way of settling 
similar difficulties which had arisen under the civil law.** Massachusetts 
‘has taken a short step forward by abolishing the rule in case of a specific 





applicable inasmuch as it depends on the existence of two funds from either of 
which the creditor may at his election collect his debt. 

25 See Oxford v. Lady Rodney, 14 Ves. 417 (1807); Woods v. Huntingford, 
supra note 23. 

26 Hunt’s Petition, 19 R. I. 139, 32 Atl. 204 (1895). 

27 The following cases hold that he does not thereby make the debt his own: 
Marshall v. Middleton, 100 Ore. 247, 191 Pac. 886, 196 Pac. 830 (1920); Hunt’s 
Petition, supra note 26; Mount v. Van Ness, 33 N. J. Eq. 262 (1880); Creesy v. 
Willis, 159 Mass. 249, 34 N. E. 265 (1803). Contra: Smith v. Kibbe, 104 Kan. 159, 
178 Pac. 427 (1919); O’Conner v. O’Conner, supra note 3; Hoff’s Appeal, 24 Pa. 
200 (1855); Barlow v. Cain, 146 Ark. 160, 225 S. W. 228 (1920). See Parsons v. 
Freeman, 1 Amb. 115 (1715) ; Belvedere v. Rochfort, 5 Bro. C. C. 299 (1772). The 
result in this class of cases should not depend on whether contracts for the benefit 
of a third party are enforceable in the jurisdiction. For, in either case the mortgagee 
can reach the purchaser in equity by means of equitable execution upon the asset of 
the purchaser’s promise to the mortgagor. 

Chancellor Kent summarized the English cases as requiring that there shall be 
“such special dealings . . . that the original contract was essentially changed or 
altered or merged in the new agreement.” Cumberland v. Coddrington, supra note 
24. But compare the remarks of Sir William Grant in Oxford v. Lady Rodney, 
supra note 25. 

28 Real Estate Charges Act, (1854) 17 & 18 Vicr. c. 113; (1867) 30 & 31 Vict. 
c. 69; (1877) 40 & 41 Vict. c. 34. See 2 JARMAN, WILLS, 2049. 

29 N. Y. Rear Property Law, § 250. The statute provides that where real prop- 
erty subject to a mortgage executed by any ancestor or testator descends to an heir 
or devisee, such heir or devisee must satisfy the mortgage out of his own property 
unless there be an express direction that the mortgage be otherwise paid. 

80 Wright v. Holbrook, 32 N. Y. 587 (1867); Taylor v. Taylor, supra note 1. 

31 The act does not cover mortgages to secure the debt of another. Cochrane v. 
Hawver, 54 Hun 556 (N. Y. 1889). Nor does it apparently embrace cases in which 
the decedent purchases land already mortgaged, for he can scarcely be said to have 
executed a mortgage even though he assume the debt. 

32 La. Rev. Crv. Cope (MErrIckK’s 3d ed. 1925) §§ 1440-43. See Succession of 
Rabasse, 47 La. Ann. 1126 (1895). The rule of the civil law on the continent seems 
also to have been changed. German Civit Cope, § 2165(1). 
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devise of mortgaged land.** A New Jersey statute which at one time 
was thought to have abrogated the rule, has been so construed as not to 
make any change.** A common provision in the code states is that a 
charge or incumbrance upon any property for the securing of payment 
is not a revocation; but the devisee thereof takes subject to such incum- 
brance.*® A recent case has held that this abrogated the common law 
rule in case of mortgages executed subsequent to the will.** Desirable 
though the result may be, the statutory construction on which it rests 
appears dubious and is unlikely to be adopted in other states. Further- 
more the decision abrogates the common law rule only as to property 
mortgaged subsequent to the will, which seems curiously partial relief.*” 





OVERDUE INSTALMENTS AS AFFECTING RECOVERY UPON NEGOTIABLE 
Paper. — All the authorities agree that as soon as any part of the prin- 
cipal of instalment paper becomes overdue, there cannot thereafter be 
holding in due course as to either the defaulted instalment or the re- 
mainder of the instrument. But there is no such unanimity as to the 
rule to be applied when an instalment of interest is overdue. Most 





88 Mass. Gen. Laws 10921, c. 191, § 23: “A specific devise of real estate subject 
to a mortgage, unless the contrary intention shall plainly appear, shall be deemed a 
devise of the interest only which the testator had at the time of his decease in such 
real estate.” 

84 N. J. Comp. Srat. (1910) 3421: “ In all cases where a bond or a mortgage has 
been given, all proceedings shall be first to foreclose and if the sum realized is in- 
sufficient, then to proceed on the bond.” ‘This was until recently held to have ab- 
rogated the common law rule. Smith v. Wilson, 79 N. J. Eq. 310, 81 Atl. 851 
(1911). The interpretation was changed in Hill v. Hill, 93 N. J. Eq. 567, 122 Atl. 
818 (1923). 

Equally nugatory is an Indiana statute which provides: “ Whenever any person 
shall have devised his estate, or any of his estate subject to a mortgage shall de- 
scend to the heir, the same shall be discharged first out of the estate charged with 
the payment of debts and then out of undisposed of personalty.” Inp. Ann. CovE 
(Burns, 1926) § 3209. If this statute changes the common law rule it is only with 
respect to the assets out of which exoneration may be had. 

85 Car. C1v. Cope (Kerr, 1920) § 1302; Mont. Rev. Cope (1921) § 7004; Kan. 
Rev. Stat. (1923) 22-235; Ore. Laws (OLSEN, 1920) § 10100; Was. Comp. Stat. 
(REMINGTON, 1922) § 1401; Mo. Rev. Stat. (1919) § 512. 

386 Hannibal Trust Co. v. Elzea, 286 S. W. 371 (Mo. 1926). The testator devised 
a tract of land to his niece. He subsequently borrowed some money from a bank 
upon his unsecured note. Upon the bank’s later request, the decedent transferred the 
land to secure the debt. The executor of the will brought a bill to have the will 
construed. The trial court decreed that the devisee took the land subject to the 
mortgage. The defendant appealed. Held, that the statute had abrogated the com- 
mon law rule of exoneration. Order affirmed. 

37 A Vermont statute as construed reaches an equally curious result. The act 
provides that the real estate of a deceased person which is mortgaged, may on the 
application of the executor be sold- by order of the probate court and the net pro- 
ceeds applied toward the payment of the secured debt. Under the decisions, the 
statute has the anomalous effect of allowing the rights of the various claimants to 
the estate to be changed by act of the probate court. Vr. Gen. Laws (1917) 
§ 3359; Jn re Reynolds, 94 Vt. 149, 109 Atl. 60 (1920). 

1 Vinton v. King, 4 Allen 562 (Mass. 1862); Field v. Tibbets, 57 Me. 358 
(1869); General Motors Acceptance Corp. v. Talbott, 39 Idaho 707, 230 Pac. 30 


(1924). 
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courts hold that, in the absence of an acceleration clause,” the interest 
default is not fatal to holding in due course,’ though it has evidential 
value upon the question of good faith. No further problem is presented 
where this rule obtains. The minority ° argue that payment of interest 
is as much a part of the agreement as the promise to pay the principal 
and that therefore failure to perform either obligation should have the 
same effect. The problems to be discussed in this Note arise as to over- 
due instalments of interest in a minority jurisdiction,’ and of principal 
everywhere. 

The blighting effect of such overdue instalments is not confined to 
takers who have actual knowledge of the non-payment. The law is clear 
that the absence of a notation of payment upon the instrument gives, in 
view of the mercantile custom to make an indorsement of part payments, 
constructive notice of the default,* and therefore prevents holding in due 





2 As to the effect of an acceleration provision, see Chafee, Acceleration Provisions 
in Time Paper (1919) 32 Harv. L. Rev. 747. : 

3 U.S. Nat. Bank v. Floss, 38 Ore. 68, 62 Pac. 751 (1900) ; Winter v. Nobs, 19 
Idaho 18, 112 Pac. 525 (1910); McPherrin v. Tittle, 36 Okla. 510, 129 Pac. 721 
(1913) ; Higby v. Bahrenfuss, 180 Iowa 316, 163 N. W. 247 (1917). 

* McPherrin v, Tittle, supra note 3; Nat. Bank of North America v. Kirby, 
108 Mass. 497 (1871) ; Ireland v. Scharpenberg, 54 Wash. 558, 103 Pac. 801 (1909) ; 
Lumpkin v. Lutgens, 143 Minn. 139, 172 N. W. 893 (1919). But apparently such 
circumstance standing alone would not be sufficient to justify a finding of bad 
faith. See Schultz v. Crewdson, 95 Wash. 266, 163 Pac. 734 (1917); Merchants’ 
Bank v. Smith, 110 S. C. 458, 96 S. E. 690 (1918). 

5 Newell v. Gregg, 51 Barb. 263 (N. Y. 1868) ; Citizens’ Savings Bank v. Couse, 
68 Misc. 153, 124 N. Y. Supp. 79 (1910) ; First Nat. Bank v. Forsyth, 67 Minn. 257, 
69 N. W. 909 (1897) ; Merchants’ Nat. Bank v. Brisch, 154 Mo. App. 631, 136 S. W. 
28 (1911); Park v. Buxton, 10 Ga. App. 356, 73 S. E. 557 (1912). See (1921) 11 
A. L. R. 1277. 

In the case of municipal or other bonds, the decisions have followed the ma- 
jority view in holding that the mere presence of overdue and unpaid interest cou- 
pons does not dishonor the bonds. Thompson v. Perrine, 106 U. S. 589 (1882); 
Railway Co. v. Sprague, 103 U. S. 756 (1880) ; Cromwell v. Sac County, 96 U. S. 51 
(1887). It may be that in the case of bonds even courts following the minority 
view would hold that overdue interest does not render the bonds dishonored. See 
Fidelity Trust Co. v. Whitehead, 165 N. C. 74, 80 S. E. 2065 (1914). 

6 Some of these cases say the instrument is dishonored; others say it is overdue. 
Strictly, it seems, it is neither: it is not dishonored because it has hardly been “ duly 
presented for payment” as required by § 83 of the Negotiable Instruments Law; 
and it is not overdue because the stated maturity as to the principal obligation has 
not yet arrived. However, this may be begging the question since the maturity of 
each instalment may be considered as “a maturity ” of the instrument. 

If it is held that an instrument on which interest instalments are unpaid is 
“overdue,” it might be asserted that even non-payment of which the taker was 
ignorant would be fatal, in view of the fact that, while § 52(2) of the Negotiable 
Instruments Law specifically provides that only known dishonor prevents holding 
in due course, no such qualification is made as to instruments which are overdue. 
But this technical defect in the statute should be remedied by construction. 

7 Another explanation of the minority cases which has been suggested. is that 
the taker is not a holder in due course because of the requirement in § 52(4) of 
the Negotiable Instruments Law, “that at the time it was negotiated to him he 
had no notice of any infirmity in the instrument.” See Merchants’ Nat. Bank v. 
Smith, supra note 4, at 364, 06 S. E. at 692. However, it is difficult to see how 
the fact that interest is unpaid can be considered as an infirmity in the instrument. 
See BRANNAN, NEGOTIABLE INSTRUMENTS Law (Chafee’s ed. 1926) 419. 

8 Vinton v. King, supra note 1; Merchants’ Nat. Bank v. Brisch; Park v. 
Buxton; Newell v. Gregg, all supra note 5. 
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course. But if the non-payment is concealed by false notation, on which 
the buyer relies, it is submitted that he should be protected.® Proper 
interpretation of § 52(2) of the Negotiable Instruments Law *° is con- 
sistent with this result. However, there is authority contra." 

What if there has been payment but no notation? ** Unreasoning use 
of the language of constructive notice might lead one to say that non- 
notation gives constructive notice of non-payment, which in turn gives 
constructive notice of the fraud. The short answer to this is that there 
cannot be constructive notice of a fact which does not exist.‘* Those 
who say that known non-payment is fatal to holding in due course be- 
cause the taker can see that something is likely to be wrong with the 
instrument, might be tempted to extend the same rule to an instrument 
whose lack of notation makes the taker regard it as unpaid.** The fairer 
result can more easily be obtained on the theory that defenses are let in 
after actual non-payment because that date seems the appropriate time, 
consistent with fairness to everybody, to remove the onerous burden of 
negotiability. It is clear, of course, that this very fact which allows H 
to be a holder in due course prevents him from recovering the instalment 
already paid by the maker at the time he took the instrument.** 

The facts of a recent case *° suggest another interesting problem. Sup- 





® How much should the buyer recover on such an instrument? Ex hypothesi he 
expected to get only the apparently unpaid instalments; and he should be protected 
only to that extent. 

10 See supra note 6, paragraph 2. 

11 Vette v. La Barge, 64 Mo. App. 179 (1895). 

12 McCorkle v. Miller, 64 Mo. App. 153 (1895), holds that in this situation H 
is a holder in due course. 

13 An additional partial answer is that constructive notice charges one only with 
what was ascertainable by reasonable inquiry. Wilson v. Metropolitan Elevated 
Ry., 120 N. Y. 145 (1890); Barker v. Sartori, 66 Wash. 260, 119 Pac. 611 (1911). 
So that if M did not know of the fraud when H bought from P, H could not have 
discovered the defect by inquiry and should not be struck by it. But this objection 
goes rather to the use of constructive notice language to solve problems instead of to 
state results. For, indisputably, a taker after known default in payment is subject 
to defects in the instrument undiscovered by the maker at the time of negotiation. 

14 But the correlation between non-notation and the existence of a defense is 
not quite as great as that between actual non-payment and a defense. ; 

15 McCorkle v. Miller, supra note 12. See Tuke v. Feagin, 181 S. W. 805 (Tex. 
Civ. App. 1915). 

16 Kreitz v. Savings Deposit Bank & Trust Co., 153 N. E. 236 (Ohio, 10926). 
On Nov. 15, 1918, the defendant executed a note to the order of one G, secured by 
a mortgage. Interest upon the note was payable annually. On Oct. 2, 1919, G 
pledged the note and mortgage with the plaintiff bank. Thereafter, in February and 
March, 1920, further advances were made upon the same collateral. The note was 
indorsed to the bank on March 8, 1920, the defendant having no knowledge of any 
of these transactions. On Nov. 15, 1919, the defendant had paid to G the interest 
then due; on Nov. 19, 1920, he again paid to G the interest due, together with a 
small amount to be applied on the principal. All these payments were retained by 
G and not reported to the bank. The plaintiff now sues for judgment on the note 
and foreclosure of the mortgage. The defendant claims that after the first instal- 
ment of interest became due on Nov. 15, 1019, the bank having no knowledge of his 
payment to G, the note became dishonored and all subsequent loans made by the 
bank are subject to his equities growing out of his payments to G. The lower court 
gave judgment for the plaintiff, and the defendant appealed: Held, that non-pay- 
ment of an instalment of interest does not dishonor the instrument or render it 
overdue. Judgment affirmed. 
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pose, in one of the minority jurisdictions, P transfers an instrument ‘7 
to H without indorsement before an instalment of interest is due. M 
then pays the interest to P. P thereafter indorses the instrument to H. 
Can H recover from M the amount of the instalment which M paid to P? 
Under § 49 of the Negotiable Instruments Law,’* P was not the legal 
obligee when paid, and certainly he was not a holder. Therefore, M has 
no defense. But suppose that there was also fraud in the inception of 
the instrument. As was just seen; M’s payment to P was not a payment 
upon the instrument. When H received the indorsement, therefore, an 
instalment was overdue and unpaid. This may appear to be conclusive 
against H’s recovery of anything. But not so, if one is permitted to go 
behind a mechanical statement of these rules, to the reason upon which 
they rest. Their basis is the ordinarily true assumption that 2n overdue 
note “ carries suspicion on the face of it,” *® so as to put the taker on in- 
quiry, or — under another theory — to justify termination of the mak- 
er’s risk. In the peculiar situation now under investigation, there pa- 
tently is no cause for suspicion: the note having been in the possession 
of H when the instalment became due, H knows that the non-payment is 
wholly devoid of suspicious circumstances since it was due to his own 
non-presentment. The basis of the rules being absent, they should not 
be applied, and H should not be precluded from being a holder in due 
course.?° It seems clear that H can also recover the instalment paid by 
M to P, M’s payment having been made to one having no rights on the 
instrument. It should make no difference whether H had notice of M’s 
payments to P when he got the indorsement.”* 





17 This discussion is confined to order instruments. 

18 “Where the holder of an instrument payable to his order transfers it for 
value without indorsing it, the transfer vests in the transferee such title as the 
transferor had therein, and the transferee acquires, in addition, the right to have 
the indorsement of the transferor. But for the purpose of determining whether the 
transferee is a holder in due course, the negotiation takes effect as of the time when 
the indorsement is actually made.” 

19 Per Shaw, C. J., in Fisher v. Leland, 4 Cush. 456, 458 (Mass. 1849). 

20 Cf. Fox v. Bank of Kansas City, 30 Kan. 441 (1883). 

21 In both of the situations discussed in this paragraph, a wholly different anal- 
ysis would have been applicable before the passage of the Uniform Act. At common 
law the transfer did not divest P’s legal rights. First Nat. Bank v. Moore, 137 Fed. 
sos (C. C. A. oth, 1905) ; Haines v. Thompson, 129 Ill. App. 436 (1906) ; 1 DanrEL, 
NEGOTIABLE INSTRUMENTS (6th ed. 1913) § 664a. But M cannot rely on having 
paid the legal obligee since, by the weight of authority, he had constructive notice 
of an outstanding equity from the failure of the payee to produce the instrument. 
Biggerstaff v. Marston, 161 Mass. tor, 36 N. E. 785 (1894); Hoffacker v. Manu- 
facturers’ Nat. Bank, 23 Atl. 579 (Md. 1892); Coffman v. Bank of Kentucky, 41 
Miss. 212 (1866). Other cases regard the non-production as without significance, 
and so give protection to M. Dunn v. Meserve, 58 N. H. 429 (1878) ; Campbell v. 
Day, 16 Vt. 558 (1844). A few others reach a result in accord with the former 
cases by saying that M must pay twice because he was negligent in dealing with one 
not in possession of the instrument. See Hoffacker v. Manufacturers’ Nat. Bank, 
and Coffman v. Bank of Kentucky, supra; Loizeauz v. Fremder, 123 Wis. 193, 101 
N. W. 423 (1904). 

Where there is fraud in the inception: at common law, M’s payment to P, who 
retained the legal rights, being payment on the instrument, the instrument was not 
overdue or dishonored when H received the indorsement; hence H is a holder in 
due course. But can he recover from M the matured instalment? No, for his only 
claim to it arose before the indorsement, on the theory that the payment to P was 
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If the instrument was transferred to H, and later indorsed to him, and 
M did not pay the instalments due during the interval, it is clear that H 
can recover all that is now due, if there is no defense invalidating the 
instrument. What if there was fraud in the inception? The instrument 
was overdue when indorsed to H. Once more the argument can be urged 
that H’s peculiar knowledge of why there was default saves him from the 
ordinary consequences thereof. If the language of rules is more re- 
spected than is their substance, H cannot recover. 





DEALINGS IN FutureEs. — A contract to sell for future delivery * is in- 
valid at common law if the parties intend, instead of actual delivery, a 
settlement of differences at the time the transaction is closed.? Such 
contracts are said to be wagers on the rise and fall of market prices.* 
While the rule thus stated is clearly desirable when applied to trans- 
actions not conducted through the medium of stock and produce ex- 
changes, as, for example, bucket shop operations,* considerable diffi- 
culties arise from its application to futures contracts on exchanges. 

The usual exchange transaction involves two distinct contracts.5 The 
customer engages the broker to act upon the exchange. The broker then 
contracts with another broker, under rules of the exchange which require 
members to deal with one another as principals. The question of the 
validity of this contract rarely arises. Such contracts have been up- 
held ° and their legality would doubtless not now be questioned. This 
result is supported on the basis of another rule of the exchange requiring 
actual delivery as between the members.’ But in nearly all contracts 
in this category delivery is not in fact intended,® and it is difficult to 





in unconscionable disregard of H’s equitable rights. And H’s equities, like P’s legal 
rights on which they were bottomed, were subject to M’s defense of fraud. 

1 A contract to sell goods which the vendor does not own or which are not in 
existence at the time of the contract may, of course, be valid at common law. 3 
Wrtuiston, Contracts (1920) § 1669. Likewise, the fact that a transaction is 
entered into on margin does not make it a wagering contract. Jbid. But under 
the California constitution all contracts for the sale of stock on margin or for 
future delivery were unlawful. Cat. Consrt., Art. IV, § 26. See TreEapwet1, Con- 
STITUTION OF CALIFORNIA (5th ed. 1923) 349. The section was amended in 1908 
so as to prohibit only contracts in which both parties did not intend delivery. 

2 James v. Clement, 223 Fed. 385 (C. C. A. 5th, 1915) ; Hartwig v. Booth, 217 
Ill. App. 70 (1920). The intention of one party does not invalidate the contract. 
Browne v. Thorn, 260 U. S. 137 (1922). For a discussion of the common law rule 
and a collection of cases, see 3 Wi1iston, Contracts, §§ 1669-74, and 2 Pace, 
Contracts (2d ed. 1920) $§ 840-46. 

3 2 Pace, Contracts, §840. But cf. Emery, SPECULATION IN THE UNITED 
STATES (1896) 98-101. 

4 Nearly every state has a statute prohibiting bucket shops. For typical statutes, 
see Cat. Gen. Laws (DEERING, 1923) act 972; Mass. Gen. Laws (1921) c. 271, 
§§ 35, 36, and N. Y. Ann. Cons. Laws (2d ed. 1917) 5665. 

5 For a description of modern exchanges and boards of trade, see Emery, op. cit. 
supra note 3; Huesner, THe Stock Market (1922); GotpMaNn, Stock EXCHANGE 
Law (1923). 

6 Board of Trade v. Christie Grain & Stock Co., 198 U. S. 236 (1905) ; Clews v. 
Jamieson, 182 U. S. 461 (1901). 

7 See 3 Wiruiston, Contracts, § 1671. 

8 EMERY, oP. cit. supra note 3, at 210, 217; HorrMAN, Hepcinc sy DEALING IN 
Grarn Futures (1925) 65, n. 5. See Hoffman’s table showing the extremely small 
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understand how the mere existence of the exchange rules can take these 
contracts out of the common law definition of illegality. Moreover, if 
the rules of the exchange are to be given such effect, why could not the 
broker validate his contract with the customer by a similar provision? 
Yet it is held that the contract between customer and broker is invalid 
no matter what form the transaction takes, if no delivery is intended.® 
Since most contracts for futures between customer and broker do not 
result in actual delivery, we may fairly infer that the fatal lack of inten- 
tion usually exists.‘° The obvious effect of the common law rule is thus 
to render the vast majority of broker-customer contracts illegal." 

The courts, not provoked by these considerations into questioning the 
rule, have confined themselves solely to determining whether or not cer- 
tain facts should be admitted as evidence of intention not to deliver in 
a particular transaction.’* Some courts, doubtless moved by the desire 
to protect such transactions, have refused to consider strikingly pertinent 
facts as evidence of intention.** Others have had less difficulty in find. 
ing illegality in the usual transaction between customer and broker.'* 





percentage of the trading in futures over a given period which actually resulted 
in the delivery of the physical product. Jbid. 63. 

9 See supra note 2. 

10 HorrMan, loc. cit. supra note 8. 

11 The question of illegality is nearly always presented either in a suit by the 
broker for commissions or for advances made on the customer’s account, or in a 
suit by the customer for margins deposited with the broker under statutes allowing 
recovery against the winner of a wager. Some states have special statutes pro- 
viding for recovery against the broker. Ata. Civ. CopE (1923) § 6820; Mass. Grn. 
Laws (1921) c. 137, § 4; Miss. Ann. Cope (Hemincway, 1917) § 1922; S. C. Cope 
or Laws (1922) § 5167; S. D. Rev. Cope (1919) § 3927. In other states the general 
provision for recovery against the winner of a bet has been held to apply to futures 
transactions., Van Pelt v. Schauble, 68 N. J. L. 638, 54 Atl. 437 (1903). Some 
states, however, have protected the broker to the extent of holding that such 
statutes are not applicable to transactions on exchanges. Lasseter v. O’Neill, 135 
S. E. 78 (Ga. 1926); Sawers Grain Co. v. Teagarden, 148 N. E. 205 (Ind. 1925); 
Hall v. Davis, 105 Neb. 170, 179 N. W. 391 (1920) ; Connor v. Black, 132 Mo. 150, 
33 S. W. 783 (1896). See also Onto Gen. Cope (Pace, 1926) § 5966; Worthington, 
Bellows & Co. v. Whitman, 15 Ohio App. 161 (1921). 

12 See Topper Grain Co. v. Mantz, [1926] 2 D. L. R. 713. The plaintiff cor- 
poration was a grain dealer and broker. The defendant owned a grain elevator. 
The plaintiff engaged in futures trading on the Winnipeg Grain Exchange on behalf 
of the defendant, the transactions extending over a period of several months. No 
contract terminated with an actual delivery. The transactions were closed out with 
a loss and the plaintiff sued for the balance of account. Held, that the transactions 
were wagering contracts. Judgment for the defendant. 

The court mentions the various facts showing intention not to deliver but omits 
to state that what it is saying is equally true of almost all futures transactions be- 
tween broker and customer. 

18 See Lamson v. Turner, 277 Fed. 680 (C. C. A. 8th, 1921). In this case the 
fact that no delivery was made in a series of contracts was not considered significant 
by the court, because it did not appear that any contract was carried through to 
the time when delivery was required. See also Mullinix v. Hubbard, 6 F. (2d) 109 
(C.C. A. 8th, 1925). 

14 Evidence of financial inability and of lack of facilities for handling the actual 
product has been held to show intention not to deliver or receive delivery. Price 
v. Barnes’ Estate, 300 Mo. 216, 254 S. W. 33 (1923). Also the fact that there 
was no actual delivery in a series of contracts has been held competent evidence. 
Topper Grain Co. v. Mantz, supra note 12. The mere form ofthe contract is not 
conclusive as to the true character of the transaction. Kenedy Mercantile Co. v. 
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The effort to find intention not to deliver, when it is perfectly obvious 
that such intention exists, seems a useless expenditure of energy. On 
the other hand, if the courts wish to protect the broker and customer 
contract, they must, in order to satisfy the common law rule, close their 
eyes to the facts and draw fine distinctions between intention and ex- 
pectation.*® 

In a situation economic in its nature it seeras clear that an exclusively 
legal approach should give way to economic considerations. Dealing in 
futures on exchanges is the characteristic method of speculation. The 
salutary effect of speculation in establishing the equilibrium of supply 
and demand ** is a sufficient argument for the indispensability of ex- 
changes. By making the daily market prices conform to the seasonal 
supply, speculation equalizes consumption. It thus provides for periods 
of want and enables the consumer to derive the benefit from periods of 
plenty. The serious economic and social evils *” of speculation show, 
to be sure, the necessity of some sort of control but do not justify 
Draconian severity. Furthermore, as a method of control the common 
law rule is hopelessly inadequate. It can only operate upon the bring- 
ing of suits, the number of which is made negligible by the precautions 
the broker may take against being on the short end of an account. 

The numerous statutes passed with respect to trading in futures, how- 
ever, have not, except in a few cases, recognized the inadequacy of the 
common law rule. Enactment has proceeded along the trails blazed by 
decision. Most of the statutes have merely facilitated the proof of lack 
of intention to deliver. In several states, if no delivery was finally made 
in a marginal transaction, the contract is by statute presumptively 
illegal.'* Other jurisdictions have enacted that the mere failure to de- 
liver at the time the contract was made raises the presumption that the 
contracting parties had no intention to deliver.’° By far the most com- 
mon statutory provision makes the failure of the broker to furnish a 





Ainsworth, 258 S. W. 205 (Tex. Civ. App. 1924). For the conflicting views on 
evidence of intention, see Emery, op. cit. supra note 3, at 209-17. 

15 See Lamson v. Turner, supra note 13. 

16 EMERY, Op. cit. supra note 3, at 96-170; HuEBNER, op. cit. supra note 5, 
Part I, “ Services Rendered by the Organized Stock Market.” For the use of futures 
as a means of hedging, see HorrMan, op. cit. supra note 8. Some states have pro- 
tected hedging contracts by statute. Ariz. Pen. Cope (1913) $331; Munn. GEN. 
Stat. (APPENDIX, 1926) 81. Compare a recent Mississippi case holding that a 
purpose to hedge does not save the contract if no delivery was intended. Falk 
v. Alexander Mercantile Co., 138 Miss. 21, 102 So. 843 (1925). 

17 EMERY, OP. cit. supra note 3, at 171-91; 1 TAUSSIG, PRINCIPLES OF ECONOMICS 
(3d ed. 1923) 156-66. 

18 Ara. Civ. Cope (1923) § 6819; Arx. Dic. Stat. (CRAwForD, 1921) § 2657; 
Fra. Rev. Gen. Stat. (1920) § 5685; Ga. ANN. Cope (1926) § 4262; Miss. ANN. 
Cope (Hemincway, 1917) §1919; and see Holbrook v. Shepard, 279 Fed. 103 
(C. C. A. 5th, 1922). 

19 N. H. Pus. Laws (1926) 1490; N. C. Cons. Srar. (1919) § 2145; Vr. GEN. 
Laws (1917) § 7082. In Massachusetts the fact that the seller did not own the 
goods at the time of the contract and the fact that settlements were made are each 
prima facie evidence of the intention necessary to render the contract illegal. Mass. 
Gen. Laws (10917) c. 137, §6; Marshall v. James, 252 Mass. 306, 147 N. E. 740 
(1925). See Minn. Gen. Stat. (APPENDIX, 1926) 81 (transaction prima facie a 
gambling contract when to the knowledge of buyer seller does not have in his pos- 
session actually or potentially the commodity sold). 
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written statement of the contract to the customer on demand the basis 
for a presumption that the transaction was not legitimate.”° It is difficult 
to understand how such failure can have any bearing upon the question 
of intention. The obvious effect of all these statutes is to cast upon the 
broker the burden of going forward with the proof of legality in nearly 
every controversy. A few jurisdictions have gone even further by pro- 
viding that the burden of proof is shifted, once illegality is set up.” 

In some states the common law rule is said to be abrogated by statute. 
But this statement is misleading, since intention is still made the test 
of illegality in the new rule adopted. In Arkansas,?* Missouri,?* and 
Tennessee ** the intention of either party not to deliver invalidates the 
contract. Under the Missouri statute a broker was denied recovery 
where only the intention of the customer not to deliver was proved and 
where it was not affirmatively shown that the broker knew of such in- 
tention.”° In Massachusetts the contract is invalid if one party does not 
intend delivery and the other party has reasonable cause to know of 
this intention.** The criticisms made of the common law doctrine are, 
of course, equally applicable to these new rules. 

Desirable legislation, however, is not wholly non-existent. In Okla- 
homa a statute makes valid all futures contracts executed on an ex- 
change, organized under the laws of Oklahoma or of any other state, 
by a member in good standing of such exchange.?’ This statute legiti- 
matizes contracts between broker and customer as well as those between 





20 Ara. Civ. Cope (1923) § 6817; Cat. Gen. Laws (DEERING, 1923) act 972, § 5; 
Fra, Cum. Stat. (1925) § 5688(4); Int. Rev. Stat. (CanILxz, 1925) c. 38, 13190; 
Inv. ANN. STAT. (BURNS, 1926) § 2604; Iowa CopE (1924) § 9905; Kan. Rev. Srar. 
ANN. (1923) c. 50, § 126; Me. Rev. Stat. (1916) c. 127, § 16; Mass. Gen. Laws 
(1921) c. 271, §38; Micu. Comp. Laws (1915) § 7808; Minn. Gen. Srat. (1923) 
§ 10491; Nes. Comp. Stat. (1922) $9815; N. H. Pus. Laws (1926) 1491; N. Y. 
Ann. Cons. Laws (2d ed. 1917) 5667; Onto Gen. Cope (Pace, 1926) § 13077; 
Oxra. Comp. Stat. (1921) § 3887; R. I. Gen. Laws (1023) § 6294; TENN. ANN 
Cope (SHANNON, 1917) § 6836a6; Tex. Ann. Crim. STAT. (VERNON, 1925) Penal 
Code, art. 660; Vr. Gen. Laws (1917) § 7085; Va. Cope ANN. (1919) § 4717; 
Wasx. Comp. Stat. (REMINGTON, 1922) § 2477; Wis. Stat. (1923) c. 348, $ 45308. 
See also Cat. Gen. LAws (DEERING, 1923) act 972, § 4. 

Under the New York statute it was held that this presumption could not be 
raised for the purpose of a civil suit. MacDonald v. Wills & Co., 240 N. Y. 144, 147 
N. E. 616 (1925). Banner Grain Co. v. Burr Farmers’ Elevator & Supply Co., 162 
Minn. 334;.202 N. W. 740 (1925), decided under the Minnesota statute, is contra. 

21 N. C. Cons. Stat. (1919) § 2146; S. C. Cope or Laws (1922) § 5166; Wig- 
gins v. Postal Tel. Co., 130 S. C. 292, 125 S. E. 568 (1924). 

22 Arx. Dic. Stat. (CRAWFORD, 19021) § 2653. Under the earliest act mutual 
intention not to deliver invalidated the contract. Phelps v. Holderness, 56 Ark. 
300, 19 S. W. 921 (1802). Under the present act the intention of the customer was 
held sufficient to support a conviction of the broker. Huff v. State, 164 Ark. 211, 
261 S. W. 654 (1924). And it would seem that intention of the customer would be 
sufficient to prevent recovery by the broker. But cf. Mullinix v. Hubbard, supra 
note 13. 

23 Mo. Rev. Star. (1919) § 3572. 

24 Tenn. Ann. Cope (SHANNON, 1917) § 3166. See Allen v. Dunham, 92 Tenn. 
257, 265, 21 S. W. 898, 900 (1892). But see later act, infra note 209. 

25 Elmore-Schu'tz Grain Co. v. Stonebraker, 202 Mo. App. 81, 214 S. W. 216 
(1910). See also McVean v. Wehmeier, 215 Mo. App. 587, 256 S. W. 1085 (1023). 

26 Mass. Gen. Laws (1921) c. 137, 84; Adams v. Dick, 226 Mass. 46, 115 N. E. 
227 (1017). 

27 Oxra. Comp. Stat. (1921) § 3883. 
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members of the exchange.?* Similarly in a few jurisdictions a clause 
in the usual bucket shop statutes declares that the act is not to be con- 
strued to render exchange transactions unlawful but is to be liberally 
construed to validate them.”® It is to be hoped that more statutes of 
this type will appear. The combination of federal and state supervision, 
which some of these enactments suggest,*® would seem a far more ade- 
quate method of coping with speculation evils than antique, ill-enforced 
rules of absolute prohibition.** 
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BANKRUPTCY — GROUNDS FOR REFUSING DISCHARGE — FRAUD IN OBTAIN- 
ING SuRETY.— The bankrupt, a contractor, through fraudulent representa- 
tions as to his financial standing, induced a surety company to execute a bond 
guaranteeing his performance of the contract, and payment of all claims there- 
under. Upon the contractor’s default the company was compelled to fulfill its 
guarantee. Bankruptcy proceedings having been instituted against the con- 
tractor, the company objected to his discharge, relying upon § 14(b)(3) of 
the Federal Bankruptcy Act of 1898 as amended in 1910, which provides that 
a discharge shall be denied if the bankrupt has “ obtained money or property 
on credit upon a materially false statement in writing, made by him to any 
person or his representative for the purpose of obtaining credit from such 


























28 Ibid. § 3884; Avery v. Goodrich, 103 Okla. 156, 229 Pac. 577 (1924). 
29 Fra. Cum. Stat. (1925) §5688(1); Tenn. Ann. Cove (Supp. 1926) 
§ 6836a3b1. See Shepard & Gluck v. Thomas, 147 Tenn. 338, 347, 246 S. W. 836, 
838 (1922). See Mass. Gen. Laws (1921) c. 137, §4. Cf. Barrell v. Paine, 242 
Mass. 415, 136 N. E. 414 (1922). See also Wis. Stat. (1923) c. 241, § 2319a; and 
Tex. Ann. Crm. Stat. (VERNON, 1925) Penal Code, arts. 657, 658. 

80 The manner in which federal control might be exercised is illustrated in the 
Cotton Futures Act of 1916 and the Grain Futures Trading Act of 1922. 39 Stat. 
476 (1916), 40 Stat. 1351 (1919), U. S. Comp. Strat. (Supp. 1919) § 6309e; 42 
Stat. 998 (1922), U. S. Comp. Star. (Supp. 1923) § 87474. But see Hill v. Wallace, 
259 U. S. 44 (1922). In some states it is provided that cotton futures contracts 
must be made subject to the federal act. Ata. C1v. Cope (1923) § 6819 (see Levy, 
Aronson & White v. Jones, 208 Ala. 104, 93 So. 733 (1922) ); Oxia. Comp. Star, 
(1921) § 3883; Tex. Ann. Crm. Stat. (VERNON, 1925) Penal Code, art. 657. 

A possible form of state control is to require that exchanges and boards of trade 
be organized under state statutes which give the state powers of inspection and 
regulation. See Oxra. Comp. Stat. (1921) § 3889. Much may doubtless be gained 
by a study of actual conditions with the view of ascertaining the causes of fluctua- 
tion. See, for example, a recent report of the Grain Futures Administration. Sen. 
Doc. No. 135, 69th Cong. 1st Sess. 

81 Compare the remarks of Mr. Justice Holmes in Board of Trade v. Christie 
Grain & Stock Co., supra note 6, at 247: “ Of course, in a modern market contracts 
are not confined to sales for immediate delivery. People will endeavor to forecast 
the future and to make agreements according to their prophecy. Speculation of this 
kind by competent men is the self-adjustment of society to the probable. Its 
value is well known as a means of avoiding or mitigating catastrophes, equalizing 
prices and providing for periods of want. It is true that success of the strong 
induces imitation by the weak, and that incompetent persons bring themselves to 
ruin by undertaking to speculate in their turn. But legislatures and Courts gen- 
erally have recognized that the natural evolutions of a complex society are to 
be touched only with a very cautious hand, and that such coarse attempts at a 
remedy for the waste incident to every social function as a simple prohibition and 
laws to stop its being are harmful and vain.” 
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person.” 36 Stat. 838, U. S. Comp. Star. (1916) § 9598. The bankrupt de- 
murred. Held, that the relationship of debtor-creditor was not created and 
that therefore the bankrupt could not be said to have obtained money or prop- 
erty on credit from the surety company. Demurrer sustained. Jn re Ford, 
14 F. (2d) 848 (W. D. Wash. 1926). 
The proposition that a guarantor is not a creditor within the meaning of 
§ 14(b)(3) is of doubtful validity. See Jn re Dunfee, 206 Fed. 745, 749 
(N. D. N. Y. 1913); 1 Collier, Bankruptcy (13th ed. 1923) 552. But cf. 
ie re Tanner, 192 Fed. 572 (E. D. Wash. 1911). And it is well settled that a 
guarantor may be a creditor within the meaning of § 60(a) of the Bankruptcy 
Act, which defines a preference. 30 Stat. 562 (1898), U. S. Comp. Star. 
(1916) § 9644. Kobusch v. Hand, 156 Fed. 660 (C. C. A. 8th, 1907); Cran- 
dall v. Coats, 133 Fed. 965 (N. D. Iowa, 1905); 2 Collier, op. cit. 1291. The 
result in the principal case may be supported, however, on the ground that the 
bankrupt had not “ obtained money or property.” It is generally held that 
this provision is not satisfied by merely obtaining a bond. Jn re Tanner, supra. 
See In re Dunfee, supra, at 749. And although the bankrupt may benefit by 
a payment by the guarantor to the principal creditor, he still does not obtain 
the money so paid. See Jn re Dunfee, supra, at 754. But if a bankrupt does 
obtain money or property from a principal creditor upon the credit of a bond, 
he might well be denied a discharge, for the statute does not in terms require 
that the property shall have been obtained from the person to whom the rep- 
resentations were made. See ibid. at 750. Such a construction would accord 
with the policy of the section, but in view of the unfortunate tendency of the 
courts to regard the bankrupt as having a vested right to a discharge, it is 
doubtful whether it will be accepted. See ibid. at 753. 


BANKRUPTCY — PREFERENCES — MortTGAGE GIVEN BY INSOLVENT FOR PRES- 
ENT CONSIDERATION AND PREEXISTING INDEBTEDNESS. — On May 27, the ap- 
pellant received from his brother a chattel mortgage to secure the sum of 
$3,800, of which $2,200 purported to represent a new advance and $1,600 to 
represent an old indebtedness. The mortgagor filed a petition in bankruptcy 
on June 21. Upon the trial of an issue directed by the bankruptcy judge, 
the court found that the mortgage was made for the purpose of creating a 
preference of the mortgagee-brother and thereupon ruled that this fact was 
sufficient to invalidate the mortgage in toto. The mortgagee appealed on the 
ground that the mortgage should have been held valid to the extent of the 
$2,200 alleged to have been advanced. Held, that the whole transaction was 
void on account of the mortgagee’s improper desire to obtain a preference. 
Appeal dismissed. Jn re Fulton, [1926] 2 D. L. R. 277. 

An insolvent’s transfer of property for adequate contemporaneous consider- 
ation is not a preference. See 1 Loveland, Bankruptcy (4th ed. 1912) § 512; 
2 Remington, Bankruptcy (2d ed. 1915) § 1295. And under the Federal Bank- 
tuptcy Act a preference itself is not illegal and void, but only voidable. 36 
Stat. 842 (1910), U. S. Comp. Stat. (1916) § 9644b. Cf. Strauss v. Abra- 
hams, 32 Fed. 310 (C. C. E. D. Mo. 1887); 2 Black, Bankruptcy (3d ed. 1922) 
§ 573. American courts have held, therefore, that a mortgage given to cover 
a present advance and an antecedent debt would be valid as to the former even 
though a preference as to the latter. Jn re Wolf, 908 Fed. 84 (N. D. Iowa, 
1899); Jn re Dismal Swamp Contracting Co., 135 Fed. 415 (E. D. Va. 1905). 
This equitable rule was sanctioned by statute in 1910. 36 Stat. 842, U. S. 
Comp. Stat. (1916) §9651d. But if both parties have concurred in an 
attempt to defraud the insolvent’s creditors the transaction will be void as a 
fraudulent conveyance despite the fact that consideration was given. 30 STAT. 
564e (1899), U. S. Comp. Stat. (1916) §9651e. And any consideration 
given will be lost. Seivers v. Dickover, 101 Ind. 495 (1884); McGovern v. 
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Milwaukee Motor Co., 141 Wis. 309, 124 N. W. 269 (1910). Intent to de- 
fraud was not proved in the principal case. Cf. Coder v. Arts, 213 U.S. 223 
(1909). Canada, however, has enacted that an intentional preference is fraud- 
ulent and void in its inception. CAN. STAT. 1919, c. 36, §§ 31, 32. On the 
ground that the intent to prefer renders the transaction entirely void there 
may be justification, therefore, for applying the rule as to fraudulent convey- 
ances to preferences. But it is at least questionable whether the legislature 
intended such a drastic result. The mortgage might well be held good to the 
extent of the new consideration although void as to the illegal preference. 
See 1 Jones, Mortgages (7th ed. 1915) § 620. 


CONSTITUTIONAL LAw— DveE Process or LAW— VALIDITY oF GENERAL 
ZONING ORDINANCE. — The village of Euclid passed a general zoning ordinance 
creating “area” districts, “height” districts, and “use” districts. The 
ordinance contained a provision for the creation of a Board of Zoning Appeals 
with power to vary regulations in case of unnecessary hardship. The plain- 
tiff’s land, which was being held for development purposes, would admittedly 
be worth considerably less if its use were restricted. From a decree enjoining 
the enforcement of the ordinance, the defendant village appealed. Held, that 
the ordinance was constitutional. Decree reversed. Village of Euclid v. 
Ambler Realty Co., 47 Sup. Ct. 114 (U. S. 1926). 

Limitation of the height of buildings, and the regulation of court and yard 
space have been held valid as exercises of the police power. Welch v. Swasey, 
214 U.S. 91 (1908); Bebb v. Jordan, 111 Wash. 73, 189 Pac. 553 (1920). On 
the other hand, restrictions as to the portion of a lot which may be built on 
have been held unreasonable. State ex rel. Westminster Presbyterian Church 
v. Edgecomb, 108 Neb. 859, 189 N. W. 617 (1922). Cf. Windsor v. Whitney, 
95 Conn. 357, 111 Atl. 354 (1920). But cf. Eubank v. Richmond, 226 U. S. 
137 (1912). See Bettman, Constitutionality of Zoning (1924) 37 Harv. L. 
Rev. 834. Ordinances excluding offensive businesses from certain localities of- 
fer an analogy to the law of nuisances and have readily been sustained. Rein- 
man v. Little Rock, 237 U. S. 171 (1915); Hadacheck v. Sebastian, 239 U. S. 
394 (1915). Cf. Thomas Cusack Co. v. City of Chicago, 242 U. S. 526 (1916). 
But the validity of general zoning ordinances, particularly in their exclusion of 
stores and apartment houses from residential districts, had not been passed 
upon by the Supreme Court. The state courts had generally upheld such 
ordinances. Aurora v. Burns, 319 Ill. 84, 149 N. E. 784 (1925); Ware v. 
Wichita, 113 Kan. 153, 214 Pac. 99 (1923); State ex rel. Carter v. Harper, 
182 Wis. 148, 196 N. W. 451 (1923). Contra: Spann v. Dallas, 111 Tex. 350, 
235 S. W. 513 (1921); Goldman v. Crowther, 147 Md. 282, 128 Atl. 50 (1925). 
The principal case sets at rest all doubt as to their validity under the Four- 
teenth Amendment to the Federal Constitution. 


ConTEMPT — CRIMINAL CONTEMPT IN INDUCING VIOLATION OF CONDITIONS 
oF ProBATION. — One X was convicted for selling liquor and was put on pro- 
bation for twelve months. The defendant, accompanying his action with a 
profane reference to the court, induced X to break the conditions of the pro- 
bation. From a sentence for contempt, the defendant appealed. Held, that 
the defendant was in contempt of court. Judgment affirmed. Smith v. State, 
135 S. E. 102 (Ga. 1926). 

Interference with a prisoner who is serving his sentence has been punished 
as contempt of court. Swepston v. United States, 251 Fed. 205 (C. C. A. 6th, 
1918); Ex parte Shores, 195 Fed. 627 (N. D. Iowa, 1912). See (1925) 30 
Harv. L. Rev. 268. Some cases, however, take the view that the function of 
the court ceases with the imposition of sentence, after which time any inter- 
ference with the prisoner is of concern only to the executive. Hundley v. 
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Foisy, 150 La. 716, 91 So. 164 (1922); Ex parte Turner, 73 Fla. 360, 74 So. 
314 (1917). See (1922) 36 Harv. L. Rev. 94. Prevalent penological theory 
regards probation as a contingert suspension of sentence. Sutherland, Crimi- 
nology (1924) 559. Under this view interference with the probationer is 
clearly contempt, since the work of the court has not been completed. On 
the other hand it has been strongly urged that probation is itself a sentence. 
Bruce, Power to Suspend a Criminal Sentence (1922) 6 Munn. L. REv. 374- 
77. But this does not necessarily call for a different result, even in jurisdic- 
tions which hold that interference with a prisoner after sentence ordinarily is 
not contempt. The enforcement of probation is usually within the peculiar 
controi of the court, which supervises the probation officers, hears their re- 
ports, and may alter the period of probation. Sutherland, op. cit. 567, 568, 
580, 581. Cases go far in recognizing this. Witter v. Cook County Commis- 
sioners, 256 Ill. 616, 100 N. E. 148 (1912). The result reached in the instant 
case perhaps enables the summary punishment of persons who knowingly tam- 
per with first offenders or morally pliable persons on probation. In spite of 
the utility of such a device to criminal administrators, those who abhor ex- 
tension of the judge’s power to condemn and to punish would doubtless at- 
tempt to narrow the decision in the principal case to the relatively rare situa- 
tion where the interference with judicial action is for the primary purpose of 
hampering the court, rather than a means to some other end. But cf. Thomas 
v. Cincinnati, N. O. & T. P. Ry., 62 Fed. 803 (S. D. Ohio, 1894). 


Contracts — MutuaL ASSENT — OBJECTIVE AND SUBJECTIVE THEORIES 
or FoRMATION oF CoNnTRACT.— The decedent, who was distantly related to 
the plaintiff’s deceased husband and was apparently without any financial 
means, had made occasional visits to the plaintiff’s home without any charge 
being made. On the final occasion, however, the decedent, having stated that 
she would stay only until she found a tenement, actually remained forty-three 
weeks, during which she repeatedly told the plaintiff that she would pay every 
cent she owed her. After the decedent died, but before it was discovered that 
she was worth $4,000, the plaintiff declared “her soul don’t owe me a cent.” 
In an action against the administrator for board, lodging, and care, the jury 
returned a verdict for the plaintiff, which the trial justice set aside, granting 
a new trial. The plaintiff took exceptions. Held, that there was evidence from 
which the trial justice might properly conclude that the plaintiff’s acts did not 
amount to an expression of assent to the promise to pay. Exceptions over- 
ruled. Frain v. Brady, 134 Atl. 645 (R. I. 1926). 

In the formation of simple contracts, the general interest in freedom of 
enterprise requires that the subjective intention of a contractor shall control 
so far as consistent with reasonable certainty of proof as to the terms of the 
contract and with justifiable inferences which the co-contractor may draw 
from the contractor’s expressions of intention. 2 Williston, Contracts (1920) 
§ 608. As a compromise between the interest in individual activity and the 
interest in security of transactions, the courts in interpreting informal con- 
tracts enforce the meaning which the promisor knew or had reason to suppose 
the promisee would understand. Ballard v. Burton, 64 Vt. 387, 24 Atl. 769 
(1892); White v. Hoyt, 73 N. Y. 505 (1878); 2 Williston, op. cit. § 605. On 
substantive grounds of policy, the expression according to this standard be- 
comes the essential juridical fact. Hotchkiss v. Nat. City Bank, 200 Fed. 287 
(S. D. N. Y. torr); Williston, Mutual Assent in the Formation of Contracts 
(1919) 14 Itt. L. Rev. 85. When the expression is ambiguous, mutual assent 
exists only if the parties used the words or acts in the same sense. Holmes, 
The Common Law (1881) 3009; Raffles v. Wichelhaus, 2 H. & C. 906 (1864). 
In the principal case it was properly a question for the jury, under control of 
the trial justice, to determine whether the plaintiff's acts were an expression 
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of charity or of acceptance of an offer. Baxter v. Troll, 152 Mo. App. 577, 
133 S. W. 1188 (1911); Smith v. Smith, 45 Pa. Super. Ct. 353 (1911). 


CoNTRACTS — TERMINATION OF EMPLOYMENT AT WEEKLY SALARY. — While 
the plaintiff was working as a member of the defendants’ newspaper staff at a 
salary of £12 a week, a reorganization occurred and he was given 14 days 
notice of dismissal, which, on his protest, was extended to six months. The 
plaintiff continued to report for work, but refused to carry out certain new 
instructions on the ground that they involved work inferior to that for which 
he had been hired. The defendants claimed that this was a breach ending the 
contract. The plaintiff then sued for damages for wrongful dismissal. In the 
trial court he was non-suited on the ground that even if he were in fact dis- 
missed, he was not entitled under the agreement to more than a week’s notice. 
From this ruling he appeaied. Held, that the jury should have been permitted 
to find whether the plaintiff had in fact been dismissed, and, if so, whether he 
had received the reasonable notice to which he was entitled. New trial or- 
dered. McCarthy v. Windeyer, 26 N.S. W. St. R. 29 (1925). 

When the only indication as to the duration of an employment contract is a 
stipulation for wages on a weekly, monthly or yearly basis, many American 
courts treat the contract as terminable at will. The Pokanoket, 156 Fed. 241 
(C. C. A. 4th, 1907); Watson v. Gugino, 204 N. Y. 535, 98 N. E. 18 (1912); 
Hogle v. De Long Hook & Eye Co., 248 Pa. 471, 94 Atl. 190 (1915). Sucha 
construction is likely to be contrary to the intention of the parties, since it is 
to their mutual advantage to perform under a bilateral contract. Conse- 
quently, those American courts which consider the agreements as involving a 
series of bilateral contracts seem to have reached a more satisfactory result. 
Moss v. Decatur Land Imp. Co., 93 Ala. 269, 9 So. 188 (1890); Kellogg v. 
Citizens’ Ins. Co., 94 Wis. 554, 69 N. W. 362 (1896). But even these courts 
do not require any notice in advance in order to terminate the relationship at 
the end of a contract period. Jones v. Vestry of Trinity Parish, 19 Fed. 59 
(C. C. W. D. N. C. 1883); Alkire v. Orchard Co., 79 W. Va. 526, 91 S. E. 384 
(1917). In England it is well established that an agreement for hiring at 
weekly wages creates a series of bilateral contracts. The King v. Inhabitants 
of Dodderhill, 3 M. & S. 243 (1814); Payzu v. Hannaford, [1918] 2 K. B. 348. 
See 20 Halsbury, Laws of England (1911) 93; Macdonell, Master and Servant 
(2d ed. 1908) 136; Smith, Master and Servant (7th ed. 1922) 36. Anda 
reasonable notice in advance of termination is required, the determination of 
what is a reasonable notice under the circumstances being left to the jury. 
Payzu v. Hannaford, supra. See 20 Halsbury, op. cit. 97. On principle, one 
who enters into a relationship involving a series of bilateral contracts may 
well be held to bind himself by implication of law to continue that relationship 
until he has given reasonable notice of his desire to end it. But when, as in 
the principal case, a party enters into an agreement on a weekly basis the 
reasonable notice to which he is entitled should not be longer than a week. 
Holloway v. Lindberg, 29 N. S. 460 (1897); Fiddes v. Famous Players, [1924] 
4D.L. R. 1260. 


ELECTION — RicHT oF ONE SERVING AS EXECUTOR TO CLAIM AGAINST WILL. 
— The plaintiff, at his foster parents’ request, gave up business opportunities 
and remained with them for the rest of their lives, in return for their promise 
to leave him their entire estate on their death. The wife, who died last, left 
a will giving the estate largely to others, and naming the plaintiff as executor. 
The plaintiff qualified as executor and served for two years, during which time 
he made considerable expenditures out of the estate. He then resigned and 
brought against the executrix succeeding him a bill for specific performance of 
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the contract to devise, and for other relief. From a judgment in favor of the 
plaintiff, the defendant appealed. Held, that the plaintiff, having qualified as 
executor and served for two years, was now estopped to contest the will. 
Judgment reversed. Hardeman v. Ellis, 135 S. E. 195 (Ga. 1926). 

There are two important classes of situations in which the doctrine of 
equitable election may be applicable in the case of a legatee: election proper, 
and satisfaction. 1 Pomeroy, Equity Jurisprudence (4th ed. 1918) § 461. In 
the principal case there is little basis in fact for presuming that the provisions 
of the will were impliedly intended to be satisfaction of the plaintiff’s contract 
right. Such a presumption is not generally favored. See Rogers v. Hand, 39 
N. J. Eq. 270, 273 (1884); 2 Redfield, Wills (4th ed. 1876) § 10. And it will 
not ordinarily be invoked where, as here, the legacy is much smaller than the 
prior claim. Lord Chichester v. Coventry, L. R. 2 H. L. 71 (1867); Mitchell 
v. Vest, 157 Iowa 336, 136 N. W. 1054 (1912). It is even more difficult to 
support the case as an example of true election. There was no offer of alter- 
native benefits, and hence no opportunity for an election was presented. 
Bell v. Nye, 255 Ill. 283, 99 N. E. 610, 42 L. R. A. (N. S.) 1327 (1912). See 
(1926) 39 Harv. L. Rev. 773. The real basis of the decision seems to be a 
vague feeling that the plaintiff has adopted one position and should not be 
allowed to adopt another inconsistent with it. Cf. Co. Lirr. § 146a; 2 Her- 
man, Estoppel and Res Adjudicata (1886) § 1040; Bigelow, Estoppel (6th 
ed. 1913) 732-34. But there is no true election of remedies here. And while 
it is proper to bar the plaintiff from claiming such sums as he has already 
paid out, his prior claim as far as the residue is concerned should not be de- 
feated by any technical notions of repugnancy or inconsistency, where it is 
not shown that other legatees have been induced by his actions to change their 
position to their detriment. Keelin v. Postlewait Co., 259 Ill. 130, 102 
N. E. 205 (1913); Ewart, Estoppel by Misrepresentation (1900) 131-54. 
Cf. Gilmore v. Gilmore, 110 So. 111 (Miss. 1926). Contra: Treadaweay v. 
Payne, 127 N. C. 436, 37 S. E. 460 (1900). 


EsTopPEL — MISREPRESENTATION BY AGENT OF COUNTY AS TO DATE ON 
WHICH TAxES BECAME DELINQUENT. — The defendant, in accordance with 
one of his prescribed duties as county treasurer, announced that certain taxes 
would not become delinquent until February 8, whereas in fact they became 
delinquent at an earlier date. Relying on the defendant’s announcement, the 
plaintiff waited until February 7, paid its taxes under protest, and then sued 
the county, in the person of the defendant, within the statutory period after 
the date of payment. The defendant contended that the plaintiff could not 
recover because the taxes were in fact delinquent when paid. From a judgment 
in favor of the defendant, the plaintiff appealed. Held, that the county was 
estopped by the misrepresentation of its treasurer made in the course of his 
duties, from showing that the plaintiff’s suit was barred by the statutory period 
of limitation. Judgment reversed. First Nat. Bank of Muskogee v. Pitts, 
249 Pac. 907 (Okla. 1926). 

Since a county is an administrative unit of the state it is clear that it can 
share in the immunity from estoppel which is usually granted to a sovereign. 
But there is no inherent reason why a governmental agency should enjoy total 
immunity. United States v. Stinson, 125 Fed. 907 (C. C. A. 7th, 1903); 
(1905) 19 Harv. L. Rev. 126. And see Bower, Estoppel by Representation 
(1923) §180. And many courts have held that it is within their discre- 
tion to uphold an estoppel against the sovereign where, because of special 
circumstances, a refusal would work undue hardship. State v. Twin Falls, 
etc. Co., 30 Idaho 41, 166 Pac. 220 (1917); Reuter v. Lawe, 94 Wis. 300, 68 
N. W. 955 (1896). Estoppel will not be allowed to validate an act of a 
public officer done in excess of his authority. Rissing v. City of Fort Wayne, 
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137 Ind. 427, 37 N. E. 328 (1894); (1907) 20 Harv. L. Rev. 564. But where 
the misrepresentation was within the scope of his duties and was peculiarly 
within his knowlege, his statement may bind his principal. Missouri Tel. Co. 
v. City of Mitchell, 22 S. D. 191, 116 N. W. 67 (1908); Presidio County v. 
Noel-Young Bond & S. Co., 212 U. S. 58 (1909). See (1923) 37 Harv. L. 
Rev. 159. And the principal case seems sound in holding that the policy 
against creating a new obligation against a sovereign does not apply where an 
estoppel, arising from a misrepresentation made by a public officer infra vires, 
merely extends the statutory period of limitation against an obligation which 
has already arisen. Cf. Hubbell v. City of South Hutchinson, 64 Kan. 645, 
68 Pac. 52 (1902). 


EvimeNce — ADMISSIONS — ADMISSIBILITY OF UNENFORCEABLE ORAL Con- 
TINGENT Fee CONTRACT IN ATTORNEY'S ACTION FOR VALUE OF SERVICES. — 
The defendant became involved in litigation over the title to a tract of land. 
He secured the services of a firm of attorneys under an oral agreement that if 
the defendant’s title was established, the attorneys should have one-half of 
the land. The title was established and the interveners, as successors to the 
rights of the original attorneys, sought to have themselves adjudged owners 
of an undivided one-half of the land, but the contract was held unenforceable 
under the Statute of Frauds. The interveners then sued in quantum meruit 
for the value of the legal services, and having been allowed to introduce the 
contract into evidence, recovered judgment. From an order denying a motion 
for a new trial, an appeal was taken. Held, that the agreement was admissible 
as part of the circumstances surrounding the employment and relevant upon 
the issue of the value of the services. Order affirmed. Oxborough v. St. 
Martin, 210 N. W. 854 (Minn. 1926). 

An invalid oral contract in which a sum of money is set off against a definite 
amount of work is generally held proper evidence in a suit in quantum meruit 
as an admission of the value of the services. Moore v. Capewell Horse Nail 
Co., 76 Mich. 606, 43 N. W. 644 (1889); Farrow v. Burns, 18 Ala. App. 350, 
92 So. 236 (1921). When the contract provides that property is to be ex- 
changed for services, the value of the property is generally not admissible 
evidence. Erben v. Lorillard, 19 N. Y. 209 (1859); Fuller v. Reed, 38 Cal. 
99 (1869); Hillebrand v. Nibbelink, 40 Mich. 646 (1879). This distinction 


cannot be justified, and is not made in some jurisdictions. Bonnon’s Estate . 


v. Urton, 3 Greene 228 (Iowa, 1851). Cf. Carter v. Brown, 3 S. C. 298 (1871). 
Of course, recovery in quantum meruit must be limited to the benefit con- 
ferred upon the defendant. Dowling v. McKenney, 124 Mass. 478 (1878); 
Bristol v. Sutton, 115 Mich. 365, 73 N. W. 424 (1897). Cf. Fabian v. Wasatch 
Orchard Co., 41 Utah 404, 125 Pac. 860 (1912). In the principal case the 
benefit from the services was made no greater by the fact that they were to 
be paid for only upon the happening of a certain contingency. The contract 
price, based largely upon the risk of this contingency, would not, therefore, be 
an admission of the value of the benefit received by the defendant from the 
services. Cf. Davis v. Webber, 66 Ark. 190, 49 S. W. 822 (1809) (illegal con- 
tingent fee contract held inadmissible). A possible justification for the deci- 
sion lies in the argument that at the time of contracting the defendant in fact 
obtained a valuable chance of getting something for nothing, for which he 
should pay just as for services received. It is at least true that if the case 
had been lost and the plaintiff had sued in quantum meruit for the value of 
the services, the court would probably have held the terms of the oral contract 
admissible in evidence to disprove unjust enrichment and thus to defeat the 
action. Cf. Colorado Lumber, etc. Co. v. Dustin, 38 Colo. 398, 87 Pac. 1142 
(1906); Shaw v. Shaw, 6 Vt. 69 (1834). But cf. Koch v. Williams, 82 Wis. 
186, 52 N. W. 257 (1892). 
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EvipENCE — HEARSAY — PRIVATE BOUNDARIES — INTEREST OF DECLARANT 
TO MISREPRESENT. — In an action to quiet title, involving the location of a 
boundary line, the defendant offered in evidence a statement of a predecessor 
of the plaintiff. The declarant had made the statement after he had con- 
veyed the land by warranty deed. The declaration, if true, would fix the 
plaintiff’s boundary so as to deprive him of the disputed land. The evidence 
having been admitted and judgment given for the defendant, the plaintiff 
appealed. Held, that the statement was not made by a party without interest 
to misrepresent and hence was inadmissible. New trial ordered. Borden v. 
Town of Westport, 134 Atl. 803 (Conn. 1926). 

Many American decisions have recognized as an exception to the hearsay 
rule a declaration made by one now deceased, concerning private boundaries, 
with respect to which he had peculiar means of knowledge, and no interest to 
misrepresent. Turgeon v. Woodward, 83 Conn. 537, 78 Atl. 577 (1910); 
Wilson Wood & Lumber Co. v. Hinton, 171 N. C. 27, 86 S. E. 494 (1915); 
3 Wigmore, Evidence (2d ed. 1923) §§ 1562-66. An owner’s statement tend- 
ing to enlarge his boundaries would be inadmissible because of his interest io 
misrepresent. See Turgeon v. Woodward, supra, at 545, 78 Atl. at 580; Taylor 
v. Glenn, 29 S. C. 292, 297, 7 S. E. 483, 485 (1888). Cf. Peters v. Tilghman, 
111 Md. 227, 73 Atl. 726 (1909). In Connecticut damages for breach of a 
covenant of warranty are based on the value of the land at the time of eject- 
ment as distinguished from the consideration paid plus interest. Sterling v. 
Peet, 14 Conn. 245 (1841). But see Warren, Cases on Conveyances (1922) 
554 n. Consequently one who has parted with his title by warranty deed has 
a possible interest in having the description of his deed embrace the smallest 
area possible. Moreover, regardless of the rule of damages, the greater the 
area of the land conveyed, the greater is the chance that the grantor’s title to 
some part may be defective. It may be doubted whether a grantor will often 
realize that such a declaration as in the principal case is to his interest. But 
the possibility may be great enough to justify holding it inadmissible. It 
should not matter that the interest is to limit a contingent or conditional lia- 
bility. Cf. Wigmore, op. cit. § 1461. 


FEDERAL CouRTS — AUTHORITY OF STATE LAW — REFUSAL To AppLy NEw 
York ARBITRATION Law. — The plaintiff, a citizen of Pennsylvania, made in 
New York a contract with the defendant, a citizen of New York. Later, dif- 
ferences arose between the parties and they entered into a written agreement 
in New York to arbitrate all matters in dispute. The plaintiff, disregarding 
this agreement, brought an action in a federal court for breach of the original 
contract. The New York Arbitration Law provided that when an action was 
brought upon an issue referable to arbitration by agreement of the parties, 
the trial of the action should be stayed by the Supreme Court or a judge 
thereof until after arbitration. N.Y. Laws 1920, c. 275, § 5. The defendant 
moved to stay the action under the terms of this statute. Held, that the 
statute could not be applied to impair the right of the non-resident plaintiff 
to resort to the federal courts. Motion denied. Lappe v. Willcox, 14 F. (2d) 
861 (N. D. N. Y. 1926). 

The court, in refusing to apply the Arbitration Act, relied upon cases holding 
that a federal court will not apply state statutes which result in the exclusion 
of a non-resident plaintiff from the federal courts. David Lupton’s Sons Co. 
v. Auto. Club, 225 U. S. 489 (1912); Hyde v. Stone, 20 How. 170 (U. S. 1857). 
See 1 Foster, Federal Practice (6th ed. 1920) § 83; Security Trust Co. v. 
Black River Nat. Bank, 187 U.S. 211, 227 (1902). But, since the Arbitration 
Act merely effectuates the agreement of the parties to refrain from court 
action and does not of itself create the prohibition, these cases may be distin- 
guished. The question remains: is application of the statute demanded either 
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by § 34 of the Judiciary Act or by the Conformity Act? The Arbitration Act 
has been held to create no new right but merely to afford a new remedy for 
a right already recognized at common law. Matter of Berkovitz v. Arbib & 
Houlberg, 230 N. Y. 261, 130 N. E. 288 (1921). See Red Cross Line v. 
Atlantic Fruit Co., 264 U. S. 109 (1924). For that reason, the provisions of 
the Judiciary Act as to state “ rules of decisions’ do not control. 1 Star. g2 
(1789), U. S. Rev. Stat. (1874) § 721. See McBride v. Neal, 214 Fed. 966 
(C. C. A. 7th, 1914). But cf. Bauserman v. Blount, 147 U. S. 647 (1893). 
Nor does the Conformity Act seem applicable. 17 Strat. 197 (1872), U. S. 
Rev. Stat. (1874) § 914. See Barrett v. Virginia Ry., 250 U. S. 473, 475 
(1919). It has generally been invoked merely to make state and federal law 
uniform on technical questions of pleading and practice. 3 Foster, op. cit. 
§ 453; (1922) 35 Harv. L. REv. 602. But see Guffey v. Smith, 237 U.S. tor, 
113 (1915). Even so, the court might in its_discretion give effect to the New 
York statute. Cf. McDermott v. Hannon, 203 Fed. to15 (W. D.N. Y. 1913). 
It may well be argued, however, that the Arbitration Act was by its terms 
confined to the state courts. Where a statute creating a new remedy ex- 
pressly confines it to state tribunals, the federal courts may properly refuse to 
apply it. Cf. Burrill v. Locomobile Co., 258 U. S. 34 (1922). Such a case 
does not fall within the scope of the doctrine that when a state creates a 
new right, the federal courts will disregard attempts to limit its enforcement 
to the state tribunals. Madisonville Traction Co. v. Mining Co., 196 U. S. 


239 (1905). 


FRAUDULENT CONVEYANCES —RicHT oF STATE TO Avom CONVEYANCES 
MADE BEFORE ENTRY OF JUDGMENT IN Suit FOR MAINTAINING LIQUOR 
NuIsANce.— A husband and wife jointly owned and occupied property as 
their homestead. The wife was indicted for violation of the state liquor laws, 
and, on December 5, pleaded guilty. On December 14, she gratuitously con- 
veyed her interest in the property to her husband. On December 15, judgment 
and a fine of $1,000 and costs were entered against her. The state then brought 
an action in the nature of a creditor’s bill to subject the property conveyed to 
the payment of the fine. The petition was dismissed in the lower court and 
the state appealed. Held, that the relation of debtor and creditor did not arise 
until judgment was entered and that therefore the conveyance was not fraudu- 
lent as to the state. Decree affirmed. State v. Malecky, 210 N. W. 121 (Iowa, 
1926). 

The decision may be justified on the ground that since in Iowa as elsewhere 
a homestead is ordinarily beyond the reach of creditors, they cannot possibly 
be prejudiced by a gratuitous conveyance thereof even though made with in- 
tent to defraud them. Wheeler v. Meyer, 206 N. W. 301 (Iowa, 1925); Sieg 
v. Greene, 225 Fed. 955 (C. C. A. 8th, 1915); Simunek v. Millay, 46 S. D. 
620, 195 N. W. 507 (1923). The court did not even consider this possibility 
but rested its conclusion on a broader proposition which, it is submitted, is 
unsound. Admittedly there was no present debtor-creditor relationship at the 
time of the conveyance. And the court rejects the theory that a plea of guilty 
creates a contingent obligation in the nature of a debt. But it has always been 
held that a gratuitous conveyance is fraudulent if made with the intention of 
defrauding subsequent creditors and may be set aside by them. Sovell v. 
Lincoln County, 129 Minn. 356, 152 N. W. 727 (1016). See Brundage v. 
Cheneworth, 101 Iowa 256, 263, 70 N. W. 211, 214 (1897). Cf. Pendleton v. 
Gondolph, 85 N. J. Eq. 308, 96 Atl. 47 (1915). See 2 Pomeroy, Equity 
Jurisprudence (4th ed. 1918) $973. It would seem, therefore, that except 
for the fact that homestead property was involved, such a conveyance as in 
the principal case should be voidable as fraudulent on the state. Otherwise, 
as a practical matter, the proper enforcement of the laws of the state would be 


hindered. 
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Homicipe — LIABILITY OF CONSPIRATOR FOR HomicipE COMMITTED BY 
Co-CONSPIRATORS AFTER HIS ARREST AND DURING THEIR FLIGHT. — The de- 
fendant was one of a group of conspirators who committed a robbery. In 
escaping with the stolen property they were discovered. They abandoned the 
property and fled, but the defendant was arrested by a police officer. There- 
after an officer who was pursuing the defendant’s co-conspirators was shot 
and killed by one of them. A statute provided that “all murder which shall 
be committed in the perpetration of, or attempt to perpetrate, arson, rape, 
robbery, or burglary, shall be deemed murder of the first degree.” Pa. Srar. 
(WeEsT, 1920) § 7974. The defendant was indicted under this statute. After 
conviction he moved for a new trial. Held, that the conviction was proper. 
New trial denied. Commonwealth v. Dorris, 8 Pa. D. & C. 210 (Ct. of Oyer 
and Terminer, 1926). 

If the defendant was a responsible party to the conspiracy to commit a 
robbery, his arrest should not relieve him of liability for consequences oc- 
curring thereafter as a result of acts already done. To escape this liability he 
would have to communicate his withdrawal to his fellows. State v. Kinchen, 
126 La. 39, 52 So. 185 (1910). Cf. State v. Allen, 47 Conn. 121 (1879). But 
cf. 1 Bishop, Criminal Law (oth ed. 1923) § 207(4); Pinkard v. State, 30 Ga. 
757 (1860). And the defendant assumed the risk that arrest, like any other 
fortuitous circumstance, might deprive him of this opportunity of repentance. 
On the other hand if his comrades knew of his arrest, and thus could no longer 
count on his encouragement, he should not be liable for their subsequent acts. 
The question of the interpretation of the statute remains to be considered. 
The New York courts have held that a homicide is not within such a statute 
if the defendant kills after he has left the site of the robbery or the house 
burglarized. People v. Marwig, 227 N. Y. 382, 125 N. E. 535 (1919). Cf. 
Hoffman v. State, 88 Wis. 166, 59 N. W. 588 (1894); Pliemling v. State, 46 
Wis. 516, 1 N. W. 278 (1879). But to stop at this point is arbitrary. See 
Conrad v. State, 75 Ohio St. 52, 70, 78 N. E. 957, 959 (1906). One of the 
reasons why the legislature provided a severe penalty where a homicide arises 
out of the perpetration of a crime, must have been that the likelihood of 
homicide is then great. This likelihood persists during flight. So where the 
homicide occurs while the conspirators are fleeing with the stolen property, 
it has been held within the statute. State v. Habig, 106 Ohio St. 151, 140 
N. E. 195 (1922); State v. Daniels, 119 Wash. 557, 205 Pac. 1054 (1922). 
And the same result should be reached even where, as in the principal case, 
the conspirators are fleeing without property and merely to escape detection. 
Conrad v. State, supra; Francis v. State, 104 Neb. 5, 175 N. W. 675 (1919). 
See Commonwealth v. Lawrence, 282 Pa. 128, 132, 127 Atl. 465, 467 (1925). 
Contra: People v. Marwig, supra. 


INHERITANCE TAXES — STATE INHERITANCE TAX ON GOVERNMENT BONDS 
LocaTeD IN ANOTHER STATE.— The decedent, domiciled in Connecticut, 
owned municipal and government bonds as well as mortgage bonds of Con- 
necticut corporations, all of which were physically situated in New York City. 
His executors brought proceedings to see what, if any, succession tax was pay- 
able to Connecticut. The tax commissioner ruled that the bonds in question 
were taxable by Connecticut. From a decree of the probate court approving 
this order, the executors appealed. Held, that the municipal and government 
bonds were tangible property and not taxable by Connecticut, but that the 
corporation bonds were intangible property and taxable. Appeal of Silber- 
man, 134 Atl. 778 (Conn. 1926). 

Tangible personal property permanently located outside the state is not 
subject to a property tax by the state of the owner’s domicil. . Union Refrig- 
erator Transit Co. v. Kentucky, 199 U. S. 194 (1905). Until recently an in- 
heritance tax on such property was allowed. In re Sherwood’s Estate, 122 
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Wash. 648, 211 Pac. 734 (1922). Cf. Maxwell v. Bugbee, 250 U. S. 525 
(1919). But it is now settled that such a tax is unconstitutional. Frick v. 
Pennsylvania, 268 U. S. 473 (1925). Negotiable securities, however, are usu- 
ally regarded as the stock example of intangible personalty, and cases involving 
them were distinguished in the Frick case. Cooley, Taxation (4th ed. 1924) 
§ 455; Bullen v. Wisconsin, 240 U. S. 625 (1916). Their situs for purposes of 
taxation is the owner’s domicil and they are generally considered exempt from 
a tax at their physical location which applies to “ all property within the state.” 
Cassidy v. Ellerhorst, 110 Ohio St. 535, 144 N. E. 252 (1924). But a state 
can by express language tax negotiable securities physically present though 
owned by non-residents. New Orleans v. Stempel, 175 U. S. 309 (1809); 
Wheeler v. Sohmer, 233 U. S. 434 (1914). And there is some authority for 
treating state and municipal bonds as tangible to the extent of being taxable 
only at the place of their presence. See State Tax on Foreign-held Bonds, 15 
Wall. 300, 324 (U. S. 1872); Dunnica v. Howard Co., 69 Mo. 454 (1870); 
Beale, Jurisdiction to Tax (1919) 32 Harv. L. Rev. 587, 5909. Contra: Estate 
of Fair, 128 Cal. 607, 61 Pac. 184 (1900); Cooley, op. cit. § 457. On principle 
it is difficult to see why such bonds should be distinguished from bonds of 
private corporations. Both have so many of the attributes of tangible per- 
sonalty that it would seem that the Frick case should be extended to include 
them, thus avoiding another source of double taxation. See (1926) 14 CALIF. 
L. REv. 225; Beale, Progress of the Law — Taxation (1925) 38 Harv. L. REv. 
281, 283. If municipal and corporate bonds are to be considered tangible 
property under the Frick case, it seems that the state of the owner’s domicil 
does not gain jurisdiction by the fact that the bonds represent debts of its 
municipalities and corporations. State Tax on Foreign-held Bonds, supra. It 
is perhaps doubtful, however, if many courts will join the Connecticut court 
in cutting off a source of revenue. Cf. Jn re Arbib’s Estate, 216 N. Y. Supp. 


522 (1925). 


INHERITANCE TAXES — TAX ON EXERCISE OF POWER OF APPOINTMENT BY 
APPOINTOR DoMICILED IN TAXING STATE WHEN Downor’s DoMICIL AND 
Trust FuND ARE LOCATED IN ANOTHER STATE. — A resident of Massachusetts 
left property to a Massachusetts corporation in trust to pay the income to his 
daughter for life and the principal at her death to such persons as she should 
by will appoint. She died domiciled in North Carolina, where her will, ap- 
pointing the property to her husband and child, was probated and the plaintiff 
became administrator. A North Carolina statute provided that the exercise 
of any power of appointment should be deemed a transfer taxable as though 
the property belonged absolutely to the donee of the power and had been 
bequeathed or devised by him. N. C. Pus. Laws 1921, c. 34, §6. From a 
judgment of the Supreme Court of North Carolina upholding a demand for 
payment of the tax under this provision, the plaintiff appealed to the Supreme 
Court of the United States. Held, that enforcement of the demand would be 
taking property without due process of law. Judgment reversed. Wachovia 
Bank & Trust Co. v. Doughton, 47 Sup. Ct. 202 (U. S. 1926). 

This case settles a much disputed question. The Minnesota court under 
similar circumstances had held such a tax valid. State v. Probate Court, 124 
Minn. 508, 145 N. W. 390 (1914). Contra: Walker v. Treasurer, 221 Mass. 
600, 109 N. E. 647 (1915). Cf. Matter of Canda, 197 App. Div. 597, 189 
N. Y. Supp. 917 (1921); (1910) 23 Harv. L. Rev. 648; (1922) 35 ibid. 326; 
(1925) 38 ibid. 661. It is settled that the tax is constitutional when the 
donor’s and donee’s domicil and the property are all in the taxing state. 
Chanler v. Kelsey, 205 U. S. 466 (1907), discussed in (1907) 20 Harv. L. REv. 
655. The fact that the appointee is held to take under the donor’s will is 
then no bar. See (1911) 24 ibid. 654. But a tax at the domicil of a testator 
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on the transfer of tangible personalty situated in other jurisdictions is a vio- 
lation of due process. Frick v. Pennsylvania, 268 U. S. 473 (1925), discussed 
in (1925) 39 Harv. L. Rev. 252. On the death of its owner, property falls to 
the state of its situs, which may impose a tax in return for transmitting that 
property, even though it transmits according to the law of the domicil of the 
owner. It has been held in the case of intangibles that the state of the domicil 
might also tax in return for the use of its law by the state of the situs. Bullen 
v. Wisconsin, 240 U. S. 625 (1916). But this jurisdiction must now be re- 
garded as strictly confined to intangibles. Frick v. Pennsylvania, supra. And 
the state of the domicil of the donee of a power of appointment does not ex- 
tend even this shadow of a privilege when the property is situated and the 
donor died domiciled elsewhere, for the validity of an appointment and devolu- 
tion thereunder will be determined by the law of the situs with reference to 
the law of the donor’s domicil. Bingham’s Appeal, 64 Pa. 345 (1870); Sewall 
v. Wilmer, 132 Mass. 131 (1882); Murphy v. Deichler, [1909] A. C. 446. See 
(1911) 24 Harv. L. Rev. 654. 


INSURANCE — MortTGAcor’s RIGHT AFTER PAYMENT TO BE SUBROGATED TO 
MortTGAGEE’s CLAIM AGAINST INSURER. — The defendant insurance company 
issued a fire insurance policy to a mortgagor, payable to the mortgagee to the 
extent of his interest in case of loss, and providing that the company should 
not be liable while the insured had other insurance on the property without its 
consent, but that as to the mortgagee’s interest only, the policy should not 
be invalidated by any act of the mortgagor, and that if the company should 
pay the mortgagee when no liability existed as to the mortgagor, it should be 
subrogated to the rights of the mortgagee. The mortgagor placed other in- 
surance on the property without the company’s consent. Thereafter a fire 
occurred. The mortgagee refused to sue on the policy, whereupon the mort- 
gagor paid off the mortgage, took an assignment of the mortgagee’s interest in 
the policy, and brought suit against the company, claiming to be subrogated 
to the rights of the mortgagee. From a judgment for the mortgagor, the com- 
pany appealed. Held, that the mortgagor was not entitled to subrogation. 
Judgment reversed. Walker v. Queen Ins. Co., 134 S. E. 263 (S. C. 1926). 

It was said in the dissenting opinion that the policy constituted an independ- 
ent contract with the mortgagee, which insured her individual interest in the 
property and made the insurer primarily liable to pay the mortgage debt. By 
the weight of authority, such a policy is regarded as an independent contract 
with the mortgagee. Reed v. Firemen’s Ins. Co., 81 N. J. L. 523, 80 Atl. 462, 
35 L. R. A. (nN. 8.) 343 (1911); Newark Fire Ins. Co. v. Turk, 6 F. (2d) 533 
(C. C. A. 3d, 1925). See 1 Jones, Mortgages (7th ed. 1915) §§ 406(a), 413, 
413(a). But, in view of the subrogation clause which is generally held effec- 
tive, it is hard to see how the insurer was primarily liable. The majority of the 
court held that there was no independent contract and that the mortgagee was 
really a third party beneficiary. Erie Brewing Co. v. Ohio Farmers’ Ins. Co., 
81 Ohio St. 1, 89 N. E. 1065, 25 L. R. A. (N. Ss.) 740 (1909). And under this 
view, even more clearly, the mortgagor and not the insurer is the one primarily 
liable to pay the mortgage debt. Clearly subrogation will not be allowed in 
favor of one who discharges his own primary liability. Breedin v. Smith, 126 
S. C. 346, 120 S. E. 64 (1923). See Chicago, etc. R. R. v. Pullman Southern 
Car Co., 139 U. S. 79, 87 (1891). There is obvious injustice in depriving the 
insurer of its contract right to subrogation by allowing the mortgagor to be 
subrogated to the rights of the mortgagee. Canton Codperative Bank v. 
Central American Ins. Co., 219 Mass. 132, 106 N. E. 635 (1914); Lett v. 
Guardian Fire Ins. Co., 52 Hun 570, 5 N. Y. Supp.’526 (1880), aff'd, 125 
N. Y. 82, 25 N. E. 1088 (1890). But cf. Robert v. Traders’ Ins. Co., 17 Wend. 
631 (N. Y. 1836). 
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INTERSTATE COMMERCE — BURDENS IMPOSED BY STATE’S EXERCISE oF 
Potice PowER OvER NEWSPAPERS. — A Michigan statute made it unlawful to 
publish or distribute any newspaper containing information concerning the 
laying of odds on any event whether past or future. Micu. Pus. Acts 
1925, No. 176, § 4. Mandamus was sought to compel the issuance of warrants 
against three Detroit newspapers, two of which published the odds on future 
events and one the odds on past events, and against a company distributing 
the New York Times, which contained information as to odds on a future 
event. Held, that the law was constitutional as to the publication of odds 
on future but not on past events. Mandamus issued except against the paper 
publishing odds on past events only. Parkes v. Bartlett, 210 N. W. 492 
(Mich. 1926). j 

A Utah statute, as amended, forbade the sale of cigarettes without a permit, 
and forbade all advertisements of cigarettes. Utan Laws 1921, c. 145, § 2; 
ibid. 1923, c. 52, §2. The defendant newspaper was published in Utah and 
had an extensive circulation in neighboring states. From conviction for pub- 
lishing an advertisement of a cigarette made by a New Jersey corporation, the 
defendant appealed. Held, that the statute was unconstitutional as an invalid 
interference in the interstate commerce in (1) newspapers, (2) advertising, 
(3) cigarettes. Conviction set aside. State v. Salt Lake City Tribune, 249 
Pac. 474 (Utah, 1926). 

The prohibition of gambling and of the retail sale of cigarettes are within 
the legitimate exercise of the police power. Consequently a law reasonably 
tending to make prohibition of gambling effective even at the expense of 
interfering with legitimate business, and a law minimizing sales of cigarettes 
without actually prohibiting them, do not seem unwarranted. Otis v. Parker, 
187 U. S. 606 (1903); Austin v. Tennessee, 179 U. S. 343 (1900); Hebe v. 
Shaw, 248 U.S. 297 (1919); Purity Extract Co. v. Lynch, 226 U. S. 192 
(1912). But cf. Weaver v. Palmer Bros. Co., 270 U. S. 402 (1926). The 
distinction between the publication of odds on future and on past events 
seems a substantial one. Nor do these laws interfere unduly with interstate 
commerce. While a state cannot forbid foreign newspapers from being sent 
direct to subscribers, it can, under the original package doctrine, regulate them 
after their arrival. Brown v. Maryland, 12 Wheat. 419 (U. S. 1827); State 
v. Delave, 193 Ala. 500, 68 So. 993 (1915). But cf. Post Printing Co. v. 
Brewster, 246 Fed. 321 (D. Kan. 1917). The regulation of domestic news- 
papers with interstate circulation falls within the well established principle 
that a state can regulate products originating within its borders in spite of 
the fact that they are destined to be sent to other states. Kidd v. Pearson, 128 
U. S. 1 (1888) ; Heisler v. Thomas Colliery Co., 260 U. S. 245 (1922); Oliver 
Iron Co. v. Lord, 262 U. S. 172 (1923). Nor is advertising in itself com- 
merce. Blumenstock v. Curtis Publishing Co., 252 U.S. 436 (1920). Further- 
more the court’s contention that the ban on advertising imposes an undue 
burden on interstate commerce in cigarettes seems at least open to question 
in view of the fact that states can forbid the sale of cigarettes within their 
borders despite the burden this imposes on interstate commerce. Austin v. 
Tennessee, supra; Gibson v. State, 106 So. 231 (Ala. 1925); Hall v. Geiger- 
Jones Co., 242 U.S. 539 (1917). It is true that a state cannot forbid solicita- 
tion for sales direct from the producer. Real Silk Hosiery Mills v. Portland, 
268 U. S. 325 (1925); Stewart v. Michigan, 232 U. S. 665 (1914). But the 
advertising in question was directed at retail sales and its effect on the kind 
of sale which the state could not prevent would seem to be too incidental to 
call for judicial condemnation. 


MARRIAGE — VALIDITY — MARRIAGE BELOW THE AGE oF CoNsENT. — A, an 
eleven year old girl, was married to B, with whom she lived four weeks. They 
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separated by mutual agreement while A was still under the age of twelve, and 
never lived together thereafter. Twelve years later A went through a marriage 
ceremony with the defendant, who afterwards went through a similar cere- 
mony with C. The defendant was indicted for bigamy. His guilt depended 
on the validity of his marriage to A, which in turn depended on whether A 
could legally avoid her marriage to B by her own act. The South Carolina 
statute provided that the court of common pleas should “have authority to 
hear and determine any issue affecting the validity of contracts of marriage, 
and to declare said contracts void for want of consent . . . or for any other 
cause going to show that . . . it was not a contract” provided that the mar- 
riage had not been consummated by cohabitation. S. C. Cope (1922) § 5532. 
The defendant was convicted and appealed. Held, that since A’s first marriage 
had not been declared void by a competent court, the defendant’s marriage to 
A was void and his subsequent marriage was not bigamous. Judgment reversed 
and verdict of not guilty ordered. State v. Sellers, 134 S. E. 873 (S. C. 1926). 

At common law the marriage of a girl under twelve was inchoate and im- 
perfect. Blackstone, Commentaries (Chase’s 4th ed. 1914) *436; 2 Kent, 
Commentaries (Lacy’s ed. 1889) *78. It could be avoided when the girl 
reached the age of twelve either by court order or by the act of the parties. 
1 Bishop, Marriage and Divorce (6th ed. 1881) § 150; 2 Schouler, Marriage 
and Divorce (6th ed. 1921) § 1125. The court in the principal case construed 
its statute as requiring a judicial decree for annulment. S. C. CopE (1922) 
§§ 5531, 5532, 5533. While unnecessary to its decision, the court indicated 
that such marriages could not be avoided once the parties had cohabited. This 
construction of the words of the statute, “ consummated by cohabitation,” 
appears to be contrary to that of the South Carolina court in an earlier case. 
Davis v. Whitlock, 90 S. C. 233, 242, 73 S. E. 171, 174 (1911). It would seem 
from the court’s interpretation in that case that the marriage of a girl under 
twelve would not be consummated by cohabitation unless she lived with her 
husband after the disability or impediment of non-age was removed. The ef- 
fect given mere cohabitation in the principal case would lead to the result that 
infant marriages could rarely be avoided. Such a result seems unnecessarily 
harsh where the marriage age is so low that the possibility of there being off- 
spring to be affected by the annulment is slight. See Richmond and Hall, 
Child Marriages (1925) 27. 


PAYMENT — APPLICATION — PAYMENTS ON RUNNING ACCOUNT PART OF 
WHIcH 1s SEcuRED. — The plaintiffs furnished goods on a running account to 
one X, whose purchases up to $500 were guaranteed by the defendant. When 
this amount was reached, the plaintiffs notified both X and the defendant of 
their refusal to extend further credit without new arrangements. Neverthe- 
less, they supplied further goods. As payments were made, X’s account was 
credited but no communication of these entries was made to X or the defend- 
ant. Payments of X exceeded $500, but more than $500 remained due when 
the plaintiffs brought action on the guarantee. The lower court gave judgment 
for the defendant, holding that the payments must be considered as applied to 
the earliest debts. The plaintiffs appealed. Held, that the plaintiffs were 
entitled to appropriate payments made by the debtor to debts incurred subse- 
quent to the exhaustion of the guarantee, since the crediting of X’s open ac- 
count had not been communicated to the debtor. Judgment reversed. Scott 
& Peden v. Elliot, [1926] 2D. L. R. 504. 

The law as to the application of partial payments on a series of debts has 
crystallized into a number of distinct rules. See 3 Williston, Contracts (1920) 
§§ 1796, 1797, 1800, 1801. Where the debtor on payment specifies the appli- 
cation to be made, his direction is controlling. See (1908) 21 Harv. L. Rev. 
623, 624. Cf. 3 Williston, op. cit. § 1856. But where the debtor pays without 
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any expression of intention, he must be taken to give the creditor the privilege 
of making the application to whatever debt the creditor chooses. Cf. UNt- 
FORM SALEs Act, §19. What amounts to a binding application by the credi- 
tor? A communication of his intention to the debtor clearly has such effect. 
And in the principal case it was argued that an uncommunicated entry in the 
creditor’s books was also a binding application. The majority view in the 
United States apparently is that such an entry is at least evidence of an appli- 
cation. See 3 Williston, op. cit. § 1799; (1904) 96 Am. St. Rep. 44, 78. The 
English view that the entry has no effect as an application, is preferable. 
Simson v. Ingham, 2 B. & C. 65 (1823). See Cory Bros. & Co. v. The 
“ Mecca,” [1897] A. C. 286, 292. A debtor’s uncommunicated book entry is 
not binding as an application. Stone Co. v. Rich, 160 N. C. 161, 75 S. E. 1077 
(1912). A creditor’s uncommunicated entry in a book which is in his power 
to alter or destroy, likewise should be without any legal consequence as an 
application. It is unreasonable to assume that the debtor would accord the 
creditor a privilege which permits him to shift applications as he chooses. If 
the uncommunicated entry is held not to be a binding application, it becomes 
necessary to determine at how late a time such application may be made. See 
3 Williston, op. cit. § 1798; (1908) 21 Harv. L. REv. 623, 624. If the permis- 
sible time has elapsed, the court must make the application in accordance with 
various rules or presumptions. See ibid. 625. And where, as in the prin- 
cipal case, the least secured debts are not the oldest, the court must resolve 
the conflict between the rules directing application to the oldest debt and to 
the least secured debt. See (1917) 31 ibid. 311. 


RESTRAINT OF TRADE— AGREEMENT BETWEEN PATENTEE AND LICENSED 
MANUFACTURER FIxING SELLING Prices HEtp Not VIOLATIVE OF SHERMAN 
Act.— The defendant General Electric Co. owned patents controlling the 
manufacture of electric light bulbs of certain types. It licensed the de- 
fendant Westinghouse Co. to make bulbs under this patent to be sold only 
at prices fixed by the General Electric Co. The United States brought a bill 
in equity to enjoin the defendants from carrying out the agreement on the 
ground that it violated the Sherman Anti-Trust Act. 26 Stat. 209 (1890), 
U. S. Comp. Stat. (1916) § 8820. Held, that since the license agreement 
provided for benefits within the contemplation of the patent statute, there 
was no illegal monopoly. Bill dismissed. United States v. General Electric 
Co., 47 Sup. Ct. 192 (U. S. 1926). 

When parties attempt to go to unreasonable lengths in securing the great- 
est enjoyment of their patents, courts have not hesitated to strike down the 
agreements. Thus, when in an attempt to build up other businesses patentees 
have made the purchaser or licensed manufacturer agree to use only the 
patentee’s products in the use or manufacture of the patented article, en- 
forcement of such agreements has been denied. Motion Picture Patents Co. 
v. Universal Film Co., 243 U. S. 502 (1916); United Shoe Machinery Co. v. 
United States, 258 U. S. 451 (1921). Similarly agreements by purchasers to 
keep up the price on resale have not been enforced. Boston Store v. American 
Gramaphone Co., 246 U.S. 8 (1917); Adams v. Burke, 17 Wall. 453 (U. S. 
1873). Since the patentee in the principal case held patents controlling the 
manufacture of all electric light bulbs of certain types, it is clear that he 
could have monopolized the field had he refused to license others to manu- 
facture. To allow another to manufacture under purely protective restrictions 
is reasonable maintenance of the monopoly given by the patent. Rubber 
Tire Wheel Co. v. Milwaukee Rubber Works Co., 154 Fed. 358 (C. C. A. 7th, 
1907). Refusal to give effect to the agreement in the case at bar would in 
no way tend to lessen the monopoly involved, for the patentee need not grant 
licenses unless he so desires. Holding the agreement invalid would then have 
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no beneficial effect on prices, and it would tend to restrict production accord- 
ing to the patentee’s ability and desire to expand its own manufacturing plant. 


Trusts — RESULTING TRUST ON GRATUITOUS TRANSFER OF STOCK — Pur- 
CHASE OF STOCK IN THE NAME OF ANOTHER. — The defendant, having pur- 
chased sixty shares in a company of which he was an incorporator, had fifty- 
five of the shares issued in the name of his brother. Later he had transferred 
to his brother’s name four of his own original shares and thirty more which he 
had bought from another stockholder. There was no evidence that these 
shares’ were transferred for value and some evidence to the contrary. The 
plaintiff recovered a judgment against the defendant and obtained an order 
charging the shares in the brother’s name with the amount of the judgment. 
From an order affirming this charge, the defendant appealed. Held, that as to 
both the purchase of stock in the brother’s name and the gratuitous transfer 
there was a presumption of a resulting trust. Order affirmed. Hudson’s Bay 
Co. v. Hosie, [1926] 4 D. L. R. 489. 

In the case of personalty even more than in the case of realty, the natural 
presumption arising from purchase in the name of another would seem to be 
that a gift rather than a trust was intended. Cf. Ames, Lectures on Legal 
History (1913) 425, 431 e¢ seg. But the law is otherwise. Bacon v. Grosse, 
165 Cal. 481, 132 Pac. 1027 (1913); Rider v. Kidder, 10 Ves. 360 (1805). 
See 1 Perry, Trusts (6th ed. 1911) § 130. And the exception to the general rule 
based on close relationship of the parties does not extend to a case where the 
relationship is that of brothers. Kuncl v. Kuncl, 99 Neb. 390, 156 N. W. 772 
(1916). But see Printup v. Patton & Jackson, 91 Ga. 422, 434, 18 S. E. 311, 
312 (1893). Moreover, although a voluntary conveyance of realty raises no 
presumption of a resulting trust, the courts have generally refused, as in the 
principal case, to draw a distinction between a purchase of stock in the name 
of another and a voluntary transfer to another. See Freeman v. Tatham, 5 
Hare 3209, 337 (1846); Fowkes v. Pascoe, 1o Ch. App. 343, 348 (1875). Cf. 
Beecher v. Major, 2 Dr. & Sm. 431 (1865). But see George v. Bank of Eng- 
land, 7 Price 646, 651 (1819). This may be supported by regarding a transfer 
of stock on the books of the corporation as a purchase or as analogous to a 
novation. Cf. McClung v. Colwell, 107 Tenn. 592, 64 S. W. 890 (1901). But 
only in form is the transaction a purchase or a novation. In substance it is a 
transfer of personal property from a donor to a donee, the difference in the 
method used being due to the character of the property. 


WITNESSES — PRIVILEGE AGAINST SELF-INCRIMINATION — CRIME SUBJECT 
TO PROSECUTION IN ANOTHER STATE. — The defendant upon the witness stand 
in an earlier action objected to testifying on the ground that her testimony 
would tend to incriminate her in another state. The objection was overruled 
and she testified. She was then indicted for perjury, the state alleging that 
the testimony thus given was false. The defendant objected to the introduc- 
tion of evidence of the previous testimony on the ground that it was errone- 
ously admitted in the earlier trial. The objection was overruled, and the de- 
fendant, having been convicted, appealed. Held, that the privilege against 
self-incrimination extends only to crimes for which one may be prosecuted 
within the jurisdiction. Judgment affirmed. State v. Wood, 134 Atl. 697 

Vt. 1926). 

be Amendment does not guarantee that testimony which may in- 
criminate in a state court be privileged. Brown v. Walker, 161 U. S. 501 
(1896). Conversely; state constitutional provisions against self-incrimination 
have been construed as not applying to testimony which may lead to pros- 
ecution in the federal courts. State v. Jack, 69 Kan. 387, 76 Pac. g11 
(1904). And such construction does not violate the Fourteenth Amendment. 
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Jack v. Kansas, 199 U. S. 372 (1905). The state courts, in dccord with the 
principal case, hold that the privilege does not extend to crimes subject to 
prosecution in a foreign jurisdiction. State v. March, 1 Jones L. 526 (N.C. 
1854); Jn re Cappeau, 198 App. Div. 357, 190 N. Y. Supp. 452 (1921). See 
Gould v. Gould, 201 App. Div. 674, 676, 194 N. Y. Supp. 742, 744 (1922). 
The English view seems to be that the privilege will be allowed when the 
foreign crime is admitted or proved. United States v. McRae, L. R. 3 Ch. 
App. 79 (1867); Phipson, Evidence (6th ed. 1921) 213. And there is a 
Supreme Court decision to the same effect. United States v. Saline Bank, 1 
Pet. 100 (U. S. 1828). The privilege has generally met with disfavor. 2 
Chamberlayne, Evidence (1911) §1544c. Dean Wigmore has ably advo- 
cated its retention, arguing that the policy of the rule in the case of an ordi- 
nary witness is to decrease his reluctance to testify. 4 Wigmore, Evidence 
(2d ed. 1923) § 2251. If such policy does exist it would seem to apply in 
such cases as the present one. Yet Wigmore supports those decisions limit- 
ing the privilege as in the principal case. Jbid. § 2258. It would seem, there- 
fore, that his argument as to policy is merely a rationalization justifying a 
firmly imbedded rule. 
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PRESENT STATUS OF THE PHILOSOPHY oF LAw AND OF RicHTs. By William 
Ernest Hocking. New Haven: Yale University Press. 1926. pp. ii, 97. 


Against mere positivism each age raises its protagonist; we are fortunate in 
having two, Kohler and Stammler, successive professors of law at Berlin. 
Stammler, in the Kantian descent, has found a form into which juristic 
phenomena must be cast to be juristic at all. Right, to be a genuine union of 
wills, as distinct from the predominance of particular wills, which is force, 
not Right at all, must use no individual as a means except insofar as its 
purpose serves his own ends. As an inevitable corollary, if there is to be a 
pure community of free-willing men, each will recognize that his ends, so far 
as particular, have no objective imperative; none must seek to impose them 
except as their imposition serves the ends of others whom he affects. There- 
fore the norm will be that rule in which each is treated as an end in himself; 
wayward distinctions based upon particular preferences will disappear. But 
this rule has no content and is intended to have none; it is the mere form 
imposed upon the material by which alone it can become juristic; a form like 
those by which the reason makes from the raw material of phenomena an 
objective world of experience. 

Not so Kohler. Kultur, the sum of human dispositions, trends, habits and 
acquisitions, may be regarded as without conscious direction, unfolding by its 
internal forces without design, at least without impressed form. But this 
would be an inadequate description for the purposes of Law; for Law must 
move towards the highest knowledge and creative power. Only as it so trends 
is it the subject of any Philosophy of Law. Far-seeing men will know, intui- 
tively in large measure, that part of existing Kultur which can be moulded to 
these ends. Germinal, perhaps deeply buried, they will perceive the beginnings 
from which higher and higher knowledge and creative control can be brought 
to pass. The degree of their contribution will be the extent to which they can 
dig beneath the surface and fetch up seeds which shall grow to fill Kultur with 
these its proper fruits. Thus it has no invariable determinants; Stammier got 
only form, without content. 
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The issue so raised leads us to an independent solution. Is there a right 
so imperative as to be absolute in the face of all contingencies? Certainly 
there are no such rights, but perhaps there is a Right, less vacant than Stamm- 
ler’s, more imperative than Kohler’s, a possible synthesis, it may be. Justice 
we know apperceptively, more in its infractions than by its definition. It is 
never certain that justice contradicts the “ total cultural interest,” especially 
since to secure justice is itself a prime cultural interest. However, justice 
remains a hollow concept; how is it to be filled? The rights of men, not the 
Rights of Man, are attributed to them on the assumption of equality of desert 
among them; not because inequalities are denied, for the Law knows better; 
but the inequalities are treated as irrelevant. This is not because they are 
in fact culturally irrelevant; the opposite may be obvious. Nor is it because 
of practical difficulties in dealing with the cultural implications of those in- 
equalities. 

Rights are at best only presumptive, and can yield to evidence in a given 
case. But presumptions involve some probability until all the case is in. 
What, then, are the probabilities on which rights rest? Simply that the 
possession of rights, bestowed regardless of inequalities, makes the possessors 
more likely to deserve them because their possession tends in fact to eliminate 
the inequalities, to make men in truth more fit to possess them. The Law 
takes a hand in the evidence, and by the possession of rights the presumptions 
get more and more to state the whole truth, become irrebuttable. Although the 
inequalities appear relevant to the existing Kultur, we are nevertheless justified 
for this reason in ignoring their immediate significance. They exist to develop 
the powers of the individual; they do not depend for their validity upon his 
present function in society. That is as yet too amorphous to attribute indi- 
vidual functions to its members. 

This is indeed the “‘ Natural Right of Man,” absolute if it is to be a standard 
at all, (let us not disingenuously shrink from absolutes), and single. With 
it no compromise is possible; it is the right to be oneself, though conditional 
apparently upon the existence of “ moral ambition.” Stammler has in a sense 
been our guide, but we eschew his barren formula. He was right in saying 
that a free community will not impose particular ends beyond the point where 
they cease to be ends for those on whom they impinge, but we add a content, 
“good for all wills,” to those ends themselves. This content is that the ends 
shall be the development of individual powers. 

However, though this be an absolute standard it admits of quantitative ap- 
plication; demands it. While the validity of a presumptive right depends upon 
its fostering some individual power, we choose between powers, preferring 
them in the order in which they further “mental power in individuals.” 
Actually, we find, as for example in Anglo-American jurisprudence, that Law 
has proceeded in this way. Liberty is the power to control oneself, one’s 
fellows, one’s world, by self-direction, by persuasion, by property. Personal 
security in contacts with others is necessary to a development of one’s powers; 
so, too, it is necessary that we may rely upon promises made to us, and upon 
our continued control of property. Finally, we mean by powers only one 
thing, “ power through ideas,” which we cannot use competitively, but which 
by their very nature we must share. The individual can never advance his 
interest at the expense of the State, to whose justice he must surrender all, 
even the State’s prosperity and good order, since the defeat of justice is “ the 
essence of social abomination and the beginning of social death.” 

Such, so far as I have understood it, is the outline of Professor Hocking’s 
prolegomena to a theory of legal rights. We are not apparently to suppose, 
however, that the course of law is a rigid insistence upon ignoring cultural 
inequalities in the possessors of rights. Exactly the contrary is observable, so 
that we may say that “ without good-will no man has any presumptive right,” 
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subject to the procedural difficulties of proving ill-will. Here appears to me to 
lie some uncertainty. If the justification of bestowing rights regardless of the 
unequal desert of their possessors, depends upon the resulting influence in 
abating the inequalities, it would seem that progressive recognition of such 
inequalities as conditions upon rights were a regress. Such conditions impose 
direct sanctions upon the possessors, and substitute these for the moral ex- 
perience involved in unconditional possession. I should have expected the 
reverse of actual history; rights should originally have been more fully con- 
ditioned upon desert; as society became more civilized the effect of pre- 
sumptions could be more safely trusted as a substitute for immediate sanctions. 

We are more accustomed to attribute the growth of law to an increase in 
confidence in its administration. It is probably true, broadly speaking, that 
rights increasingly depend upon good-will in their exercise, but that takes place 
as we feel more able to cope with the evidence on which that issue turns. 
Acquisition by fraud, for example, was for long of no moment to the enforce- 
ment of rights; judges felt diffident at plumbing the mind of man. “ Good- 
will,” as a universal condition is far from established; we believe its implica- 
tions will lead us too far and prove unmanageable in practice. The historical 
explanation seems on the whole a safer guide; we create rights as intimately 
adjusted to cultural necessities (so far as we can understand them) as we 
feel competent to administer. We recognize such inequalities in their posses- 
sion as we can; oftentimes, I fear, more than we are able to manage. If we 
disregard much which should be significant, it is not from a sense that in so 
doing we can make creative a putative presumption that they do not, because 
they should not, exist. We harbor no such faith in the ideal, but enforce our 
will, so far as we are able. 

Again, in the hierarchy of powers which rights are bestowed to foster, we 
must have some constitutive principle. “ Mental powers” seems hardly 


enough, or “ power through ideas,” at least without definition. James Mill 
said that all mankind could do was to move objects in space; it is the terminus 


“ 


ad quem that counts, and that always depends on “mental powers.” How 
shall we choose between the “ power through ideas” of Napoleon or Genghis 
Khan and Shelley? Can we escape the necessity of some standard of refer- 
ence like Kohler’s, appreciative, intuitive? Perhaps so, but is it the business 
of Law? The subject- matter of Law, one would think, is a part of the Good, 
which the Law accepts as it finds; takes from the society in which the Law 
exists. Its business is to make conduct accord with those ideals, doing that 
as it can, given its means. 

That the Law can be wholly indifferent to the content of the Good; that it 
shall swallow it as it finds it, need not follow. No doubt it must at its own risk 
make its own advances, “ interstitially,” as Justice Holmes puts it, but gener- 
ally it takes what it finds. Its foundations are for the Science of Ethics, when 
there shall be one. A Philosophy of Law, so viewed, and distinct from an 
Ethic, would for the most part, at any rate, be a statement of the conditions 
under which current notions of Good can be realized through the imposition of 
Law. This I suppose is a most superficial view, perhaps no better than a re- 
hash of the lamented Charles Austin. I can only answer that the fault must lie 
on the shoulders of the editor who chooses a practitioner to dive into these 
dark and unfamiliar deeps out of the sunny, genial surface, where alone he 
swims in safety, if he is lucky enough to do even that. 

LEARNED HAND. 





CRIMINAL INTELLIGENCE. By Carl Murchison. Worcester: Clark University. 
1926. pp. 291. 

This book by Professor Murchison belongs, by virtue of its content, to the 

class of statistical studies of prisoners, of which Goring’s study in England is 
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the most famous. It deals with such traits or conditions as intelligence, lit- 
eracy, age, occupation, religion, height, weight, marital condition, type of 
crime, recidivism, etc. The tables are presented separately for native-born 
white men, foreign-born white men, negro men, and women prisoners. Most 
other statistical studies have had fairly clear-cut theses, but this one is a col- 
lection of statistical tables without relation to any apparent central thesis. 

The intelligence of the criminal is the primary consideration. The intel- 
ligence was determined by Army Alpha tests. These tests were given to 
inmates in state prisons and state reformatories in Ohio, Indiana, Illinois, New 
Jersey and Maryland between 1918 and 1923. The principal conclusion is 
that the distribution of the intelligence of prisoners is approximately the same 
as the distribution of intelligence of recruits in the draft army, from which the 
conclusion is drawn that feeblemindedness is not important as a cause of 
crime. Professor Murchison has based this conclusion on a collection of 6,180 
cases and that number is large enough to justify the conclusion if the procedure 
is satisfactory. But a critical reader is likely to be unconvinced by the evi- 
dence. For, in the first place, the primary requirement of scientific statistical 
work is lacking, in that there is no satisfactory evidence that the cases are not 
selected to prove the conclusion. The least the scientific statistician can do 
is to describe the entire group from which a sample is taken, state the propor- 
tion of the entire group that is taken as the sample, and the process by which 
the sample is selected. Professor Murchison pays little attention to such 
things. He makes a list, by name, of ten institutions from which records were 
secured and then adds “ various criminal groups in and around Camp Sher- 
man,” but does not tell what those groups were or how large they were. He 
gives no statement regarding the total population of the institutions in which 
tests were given or of the number to which tests were not given. He states 
that in the Ohio Penitentiary tests were given to “all the men who could be 
spared from their duties,” but states that in other institutions tests were given 
to “the prisoners ” which leaves one to infer that all of the prisoners were 
tested; even in regard to the Ohio Penitentiary it is impossible to determine 
from his evidence whether ten per cent or ninety per cent of the prisoners 
were tested. If one goes to the state reports to determine the entire population 
of the institutions, he cannot be certain about the total group because Pro- 
fessor Murchison does not even give the dates of the tests with sufficient pre- 
cision to make it possible to locate the year. But, apparently, less than half 
of the inmates were tested. When half or less than half of the members of a 
group are selected for study and no explanation is made regarding the pro- 
cedure involved in the selection, the evidence may properly be looked upon 
with suspicion. 

A second respect in which the critical reader is likely to be unconvinced is 
in regard to the comparative amounts of practice on the Army Alpha tests by 
recruits and by prisoners. Very few recruits, probably, had ever had previous 
experience with these tests or with any tests. It is possible that a fairly large 
proportion of the prisoners had been given mental tests, perhaps the Army 
Alpha tests, previously, either em masse in prison or as individuals outside of 
prison. No attempt to determine this proportion for prisoners is reported. 

The portion of the book which is not concerned directly with intelligence of 
prisoners is a reproduction and correlation of data from prison records. These 
records may be divided into three groups with reference to the reliability of 
the statistics which the author presents. First are those records which con- 
sist of unverified statements of prisoners. These include such things as re- 
ligion, education, occupation, marital conditions, and place of birth. Prison 
authorities practically never verify the prisoner’s statements regarding these 
things; they record whatever he answers and he answers whatever he thinks 
wise. Records on such points contain so many fallacious statements that 
Statistical tables of such data are of value only as an academic exercise. When 
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the author reaches conclusions such as “ The criminal is religious ” or “ The 
Presbyterians incline to fraud,’ or when he expresses doubt regarding the 
value of higher education for the masses because an excessive proportion of 
prisoners claim that they are college trained, he shows a sublime faith in the 
accuracy of the prisoners’ statements and in the process of summation as a 
means ef deriving truth from lies. 

Data of the second class are secured directly by prison authorities or may 
be verified approximately by direct observation. They relate to such things 
as height, weight, length of incarceration, and age. The statistics regarding 
height, weight, and length of incarceration were secured by the author only in 
Maryland and include too few cases to be particularly significant. His statis- 
tics of ages are not significant because the age distribution is determined by 
the selection of institutions (the number of reformatories as compared with 
the number of state prisons) rather than by the nature of criminality. 

The third class of data is composed of those items which are secured by the 
prison authorities from court records, from the memory of prison guards, etc. 
These refer to the type of crime, recidivism, etc. Evidence regarding recidi- 
vism is everywhere inadequate and must remain inadequate unless a somewhat 
universal finger-print system is established. The classification of crimes is 
perhaps of some value, though the formal charge is often the result of agree- 
ment with prosecutors or is determined by the nature of the evidence rather 
than by the nature of the crime. The author presents interesting correlations 
between types of crimes and intelligence, mobility, age, etc. One of the 
most significant contributions in the book is the attempt to correlate mobility 
with various other factors. The facts regarding mobility need to be derived, 
however, from some other source than the prisoner’s statement before the 
conclusion can be regarded as reliable. 

In general the book furnishes a curious mixture of the carefully developed 
tables of the statistician and the exaggerated language of the debater, of the 
meticulous care of the scientist and the passionate emotionalism of the propa- 
gandist, of the carefully guarded conclusion derived from assembled facts and 
the credulous acceptance as fact of everything stated in quantitative form. 


E. H. SUTHERLAND. 





INTERNATIONAL LAw. By L. Oppenheim. Volume 2.. International Disputes, 
War and Neutrality. Fourth Edition by Arnold D. McNair. New York: 
Longmans, Green & Co. 1926. pp. lv, 752. 


Oppenheim’s text-book on international law was one of the best pre-war 
text-books ever written in English; it was considered by many experts as the 
best existing text-book. Oppenheim possessed a vast knowledge of both com- 
mon and civil law; he had mastered and cited a vast amount of material and 
his pre-war editions, although not entirely free from national bias, showed a 
high degree of impartiality. 

But his text-book was not a revolutionary book and not fundamentally dif- 
ferent from the rather large number of other text-books which the pre-war 
period had produced. Most of these text-books professed adherence to the 
so-called positive method; but a close examination shows that under the name 
of analogy, fairness or common-sense opinions were given which were hardly 
less subjective in character than the opinions of the old natural law writers, 
the shortcomings of which the pre-war generation thought it had definitely 
overcome. Many chapters in these text-books were less legal than historical; 
they did not analyze sufficiently what may or what may not be lawfully done 
under existing, binding rules of international law; instead they gave more or 
less descriptive and narrative reviews of what certain states had done under 
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certain treaties and on certain occasions. Most pre-war text-book writers 
were more interested in the interpretation than in the improvement of existing 
international law. The chapters on the latter problem usually show a lack. of 
sufficiently deep philosophy, an overvaluation of the procedural side of law 
and a lack of detailed analysis. The World War probably would have come 
even if international lawyers had been better than they were, but hardly any 
text-book writer of the pre-war period can boast that he did enough for the 
improvement of international law. All these shortcomings are for the most 
part also the shortcomings of Oppenheim. Oppenheim was born in Germany 
and had received his legal education there. He had been teaching in Switzer- 
land and later had gone to England; he was professor of international law at 
Cambridge when the last pre-war edition of his book appeared. Yet his writ- 
ings show comparatively little of the acute analytical spirit which was the 
main feature of most German civil law lawyers of his time; nor do they show 
much of the highly developed ability to distinguish seemingly identical and 
similar cases which had been acquired by common law lawyers. Perhaps this 
is due to the fact that Oppenheim, before taking to international law, had been 
teaching German criminal law, a science which forty or fifty years ago had not 
yet become as scientific as many other branches of German law. 

Oppenheim died during the War. So the third edition of his book, which 
was published in 1920, was only in part his own work. Especially the chapters 
devoted to the problems of the World War were to a great extent the work of 
the new editor, Ronald F. Roxburgh. 

If the pre-war editions had been typical examples of pre-war text-books on 
international law, the first post-war edition is a good example of a book on 
international law written during and under the influence of the World War. 

After the War the British Government stated as a justification of its refusal 
to adhere to general mandatory arbitration by the Permanent Court of Inter- 
national Justice, that many parts of international law, and especially the rules 
on naval warfare, were still too unsettled. The British Government itself thus 
seems to doubt whether all its wartime acts and statements would be upheld 
by the Permanent Court, the impartiality of which it has not questioned. Few 
such doubts, however, appear in Roxburgh’s edition. Whenever important 
British wartime acts are discussed, Roxburgh feels sure that they were either 
in agreement with existing international law, or he regards them as precedents 
for future international law. Nearly all the charges which the Allies made 
against their enemies are upheld by Roxburgh. 

Future readers probably will regard Roxburgh’s edition as an interesting and 
able statement of the British case, but it is hardly likely that it will be ranked 
among the great impartial classics of international law any more than most 
other books which were published in belligerent countries during and shortly 
after the War. 

Of course the responsibility is divided between Oppenheim and Roxburgh. 
It is not unlikely that both men had the intention to be impartial. But appar- 
ently the foreign and especially the German war literature and documents were 
only in part available to Roxburgh. Furthermore, it seems that Roxburgh 
relied less on strict method than on his legal instinct, and there is always grave 
danger that such instinct may turn out to be less reliable in excited wartime 
than in time of friendship and peace. It is certainly arguable whether a strict 
method of interpretation or the use of analogy and arguments of equity is 
preferable in international law. But Roxburgh like most wartime writers 
usually adopts whatever method is best fitted to lead to a result favorable to 
his own country’s point of view, quite likely without ever having become 
conscious of this arbitrary shifting of methods. 

Of the present fourth edition only the second volume, “ International Dis- 
putes, War and Neutrality,” has so far appeared. Mr. McNair is lecturing on 
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international law at the London School of Economics and is a fellow and lec- 
turer of Gonville and Caius College in the University of Cambridge. He has 
been known as a recognized authority on international law for some years. In 
the reading of continental literature he has been assisted by Dr. Z. Lauter- 
pacht, a Polish national and a graduate of the University of Vienna. 

As hardly any better text-book on international law is available even at 
present, it was certainly desirable that a new edition of Oppenheim should 
come out as soon as possible. The new edition apparently had to be prepared 
within less than two years and without enlarging very much the size of the 
book; fundamental changes therefore or a full review of previously omitted 
foreign opinions and arguments could hardly be expected. Besides it is doubt- 
ful whether a new edition should show an entirely different spirit so as to make 
the edition a new and different book. The treatment of the history since 1920 
must have been a very arduous and difficult task and, although necessarily in- 
complete, will prove a great help to students of international law. As to the 
problems of the World War, the citations of foreign literature and documents 
are now vastly augmented, so as to form a comparatively safe guide for the 
scholar who does not rely on citations and reviews but forms his opinions after 
a careful study of the cited material itself. I am not so sure whether the new 
edition will be an absolutely safe guide for those English and American stu- 
dents who, because of a limited knowledge of foreign languages, are inclined 
to rely on reproductions of foreign opinions and arguments in English or 
American text-books. Nearly all of the new chapters which have been con- 
tributed by Mr. McNair are comparatively short... Some of these chapters will 
prove very valuable, but as a whole the summaries contained in them are 
hardly a fair and full indication of what the editor would be able to do if he 
wrote a text-book of his own. 

The editor has adopted the method of the last edition of inserting new ob- 
servations in the text and of not separating them from the original text by 
brackets. As the former editions seem to be out of print, the student who does 
not possess the old editions will have to resort to libraries where they are 
available in order to compare McNair’s with the former editions of Oppen- 
heim. Yet the editor may be correct in his statement that his method has 


important advantages. 
Ernst H. FEmCHENFELD. 





CASES ON THE LAW oF SURETYSHIP AND GUARANTY. By Herschel Whitfield 
Arant. Chicago: Callaghan & Co. 1926. pp. xiv, 1074. 


“From the dungeon of the kinsman hostage to the well-furnished office of 
the modern bonding company may appear too long and circuitous an excursion 
to be condensed into so brief a narrative . . . ,” wrote the author of an in- 
teresting and enlightening article on “The Surety.”* Some such thought 
must occur to the compiler of a collection of cases as he selects and appraises 
and prunes, in order to bring within the covers of a case-book of usable size 
the cases necessary for an effective treatment of the law of suretyship. At a 
time when the modern bonding company suggested little, or nothing, of special 
interest, Dean Ames? managed, by means of a nicely planned itinerary, to 
convert “the long and circuitous excursion” ‘into an historical jaunt which 
included not only the chief points of interest on the main traveled roads, but 
also innumerable side trips to almost inaccessible places of purely local or 
antiquarian interest. No one need, and no doubt no one will ever again have 


1 Lloyd, The Surety (1917) 66 U. Pa. L. Rev. 40, 67. 
2 Ames, CASES ON SURETYSHIP (1901). 
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the urge, granting the necessary endurance, to repeat the trip of Dean Ames in 
complete detail. For one reason, his great work has rendered it unnecessary, 
and, moreover, new problems and new viewpoints have been forcing emphasis 
away from an historical and analytical treatment of legal doctrines to the more 
practical consideration of how they work — how far they contribute to the 
legitimate purposes of security as used in present day business and what, if 
any, modifications should be made, because of essential changes in the factual 
elements of the suretyship situation. 

Professor Arant, by avoiding an extremely historical as well as minutely 
analytical treatment, has achieved some economy of cases; yet he uses 326 
principal cases covering 1074 pages. The editor has recognized that more cases 
are included than can be used in the usual course on Suretyship and has ap- 
pended a list of possible omissions totaling 380 pages. One will better under- 
stand the reason for the size of the book when he discovers that the collection 
contains 177 cases which have been decided since 1900; that 95 belong to the 
period 1920-1926; and that among these are 35 recent cases involving the con- 
tracts of bonding companies, or corporate surety companies, as they are more 
frequently termed. A further explanation of the number of cases is found in 
the editor’s expressed purpose “ to develop the general principles of suretyship 
as they apply to the accommodation surety, and then, against this background, 
to show the principal changes that have taken place since the rise of the cor- 
porate surety.” It seems essential to the editor’s purpose, in view of the un- 
certainty, which is reflected in the opinions of the courts, both as to the extent 
and the nature of these changes, to retain a large number of the older cases 
and to include all the late cases which involve this differentiating tendency. 
There is also the broader consideration, that these late cases strikingly reveal 
the judicial processes involved in the effort to apply traditional doctrines to a 
well-recognized legal relation, and at the same time to avoid a traditional re- 
sult which would be clearly unjust in view of essential changes in the factual 
basis of the legal relation. 

Professor Arant follows the general arrangement used by Ames, but differs 
somewhat in his subdivision of the main topics. The book is divided into 
four parts. Part I. The Contract, which is subdivided into three chapters: 
Capacity of Parties; Scope, Duration and Acceptance of Offer, Consideration 
and Construction of the Contract; The Statute of Frauds. Part II. The 
Surety’s Defenses, which is divided into six chapters as compared with Ames’s 
fourteen sections for the corresponding subject matter. Part III. The Surety’s 
Rights, and Part IV. Creditor’s Right to Surety’s Security. 

For the purpose of showing the differentiation that courts have been making 
between the rules applicable to the accommodation and to the paid surety, the 
editor has used, under the subdivision, “ Construction of Contract,” * three 
cases involving the construction of the contracts of compensated corporate 
sureties, and a fourth, Chowning v. First National Bank,* which deals with a 
statute © abolishing “ the rule of the common law requiring a strict construc- 
tion of the obligation of a surety” and directing all such obligations to be 
“liberally construed in accordance with the general law applicable to policies 
of insurance.” In this case the contract in question was that of a surety who 
was “ an interested party,” but not a compensated corporate surety. All four 
of these cases were decided during the year 1924. 

The Statute of Frauds forms a subdivision under “ The Contract.” Ames 
includes substantially the same subject matter under “ Suretyship in the Form 
of a Collateral Undertaking or Guaranty ” and a separate section “ Suretyship 
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8 Pp. 98-113. 
# ro2 Okla. 4, 225 Pac. 715 (1924); ARANT, p. 98. 
5 Oxra. Comp. STAT. (1921) § 5447. 





666 HARVARD LAW REVIEW 


in the Form of an Independent or Absolute Undertaking.” When we think of 
the Statute of Frauds as establishing a certain formal prerequisite to the val- 
idity of the surety’s contract, it seems natural to treat it along with other 
essentials of a valid contract between the surety and his promisee. But in 
deciding whether particular promises come within the operation of the Statute, 
courts have been compelled to distinguish between promises which created a 
suretyship relation and other forms of contractual liability. Evidently it was 
the consideration of the latter which induced Professor Hening ® to treat the 
Statute of Frauds under “ Distinction between Suretyship and Other Forms 
of Contractual Liability, Chiefly with Respect to the Statute of Frauds,” a 
method of treatment conducive to a thoroughgoing analysis of the nature of 
suretyship. 

The question of whether the promise of a compensated corporate surety is 
within the Statute of Frauds is presented by the case of Everly v. Equitable 
Surety Co.?. The value of the opinion as an authority is destroyed by the fact 
that it was superseded by a later opinion in the same case by the supreme court 
of the jurisdiction.* It is none the less significant, however, for the purpose 
of showing the tendency of many courts to assimilate contracts of corporate 
surety companies to insurance contracts.® 

In his treatment of Defenses and Rights of the Surety, the editor has con- 
tinued his effective use of corporate surety cases, especially in connection with 
loss or impairment of security and variation of risk. 

In the opinion of the reviewer, Professor Arant has done an excellent piece 
of work and has succeeded in his purpose of developing the general rules of 
suretyship in their application to the non-compensated surety, and of indicat- 
ing the modifications in respect to the compensated corporate surety. But for 
the student thoroughly to appreciate these changes he should have an under- 
standing of the significant facts of the business uses of suretyship as a security 
device; and especially so, if he is to be encouraged to test and appraise the 
rules of suretyship from the standpoint of their practical application in modern 
business. Much information about the business uses of suretyship is supplied 
by the large number of recent cases involving present day transactions. The 
reviewer regrets that the compiler did not try the experiment of including a 
few of the most common forms of corporate surety bonds; perhaps sections 
from statutes requiring the execution of bonds for the benefit of designated 
classes of persons, or for the protection of public funds, some problem cases — 
in short any devices to encourage concrete visualization of the doctrines of 
suretyship functioning as one of the important security devices in the extensive 
credit system of today.?° 

W. E. TREANOR. 





6 HENING, CASES ON SURETYSHIP (1911). 

7 127 N. E. 616 (Ind. App. 1920) ; ARANT, p. 148. 

8 190 Ind. 274, 130 N. E. 227 (1920). 

9 The appellate court proceeded on the theory that the surety company’s bond 
was a contract of insurance and, as such, was not required to be in writing; conse- 
quently a waiver of any condition could be established by parol. The superseding 
opinion assumes that the promise in the bond was within the Statute of Frauds, 
but holds that a parol waiver of a stipulation, after breach, could be shown by parol 
even though the principal contract was required to be in writing. Evidently some 
clerical slip caused the omission of the superseding opinion, as the reference to the 
reporter at the head of the case confuses the citations of the two opinions. 

10 A good example of what the reviewer has in mind is found in CAMPBELL, 
Cases oN Mortcaces oF REAL Property (i926). Professor Campbell has intro- 
duced a corporate mortgage form and has made extensive use of problem cases. 
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IncoME Tax PROCEDURE, 1927. By Robert H. Montgomery. Volume I. 
Determination of Net Income and Tax, Preparation of Returns and 
Payment. pp. xiv, 1486. Volume II. Practice before Treasury Board 
of Tax Appeals, Federal Courts. pp. iv, 576. New York: The Ronald 
Press Company. 1927. 


This standard ,work is particularly helpful since it for the first time com- 
ments on the Revenue Act of 1926. Many of the old acts were entirely swept 
away by this latest Act. In a few years we have given up excess profits tax 
and capital stock tax, and have imposed and dropped the gift tax. Mr. 
Montgomery has seized the occasion to drop all obsolete and unnecessary 
matter from his book. The result is praiseworthy. A book on the income 
tax by an accountant is even more useful to a lawyer, and much more valu- 
able to a law student, than such a book by a lawyer. Lawyers and law stu- 
dents are used to getting up the law for themselves; but they are helpless in 
the face of accounting problems. In such time of trouble this work is a 
present help indeed. 

Two features are most valuable; and it is hard to find them so good else- 
where. The difficult points are illustrated by problems; and tables are 
given, now and then, to help the computation of a tax. A notable instance 
is the Table of Depreciation Rates in Volume I." 

The portion of the work on Practice is contained in a separate volume. The 
excellent plan of treatment of earlier years is followed; and though the dis- 
cussion of practice before the Board of Tax Appeals is less full than that of 
Mr. Hamel’s outstanding work,? it will be found sufficient for ordinary 
purposes. 

Mr. Montgomery’s ego stalks as interestingly as always in his Preface. 

The work may be confidently recommended for student and practitioner 
alike. 

J. H. BEALE. 





A SELECTION OF CASES ON THE LAW oF MUNICIPAL CoRPORATIONS. By 
Charles W. Tooke. Chicago: Callaghan and Company. 1926. pp. xliv, 


1335. 


This is the most comprehensive case-book yet published on the law of 
municipal corporations. It contains cases on a number of topics and aspects 
of the law not touched upon in other compilations. For use in a course of the 
usual thirty meetings the teacher will have to make a selection either among 
topics or among the cases included under the several topical divisions. 

In the books of reports there are so many cases relating to municipal cor- 
porations that probably no two compilers would come anywhere near agree- 
ment on the matter of relative values. Whatever may be said in praise or in 
blame of Professor Tooke’s inclusion or exclusion of this or that case, his 
selection has the obvious advantage of amplitude. With this book as a basis 
the student can certainly be adequately introduced to this large, ramifying, 
and complicated branch of the law. 

Compilers would likewise inevitably disagree about the topical grouping of 
cases and the order of their presentation. Even so, it does seem that on this 
score Professor Tooke, like most other editors of case-books on this subject, 
sins somewhat unnecessarily, as well as repeatedly. For example, in Chapter 
VI, “ Municipal Legislation,” there is a section entitled “ Ordinances.” ! The 





1 Pp. rzorz. 
* Tue Unitep States Boarp oF Tax APPEALS, PRACTICE AND EVIDENCE (1926). 
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first case under this section involves a federal question of due process. The 
second turns on the difference between an ordinance and a resolution. The 
third is a tort action in which it is incidentally held that a franchise ordinance 
may be both a contract and an exercise of the police power. The fourth dis- 
cusses the constitutionality of a state statute under a peculiar provision of the 
New York state constitution. The fifth considers a conflict between two state 
laws under which the power to enact health ordinances is conferred. The sixth 
holds that the council may not act alone when the charter vests power in the 
mayor and council. The seventh declares that the council may not delegate 
discretionary taxing power to one of its committees. “The eighth considers 
an ordinance which prohibited livery stables in residential blocks without the 
consent of neighboring property owners. (A case involving precisely the 
same point as to public garages is later included under “ Police Power.” 2) 
The ninth applies the well-known rule of reasonableness to a police power 
ordinance. The tenth questions the validity of an ordinance granting a special 
privilege. The eleventh involves a conflict between a state law and a munici- 
pal ordinance enacted under the police power. The twelfth considers a similar 
question under a constitutional grant of home rule. And so on. 

The essential points of the law that are dealt with in these several cases 
are for the most part quite unrelated to one another. There is little logical 
sequence in their presentation. The fact that they all deal with ordinances 
of one kind or another is small justification for the grouping; many other cases 
elsewhere in the book also deal with ordinances. 

Again, it may be asked why should cases involving the right of property 
owners in the cab-stand use of abutting streets be included under “ Police 
Power ” when such cases involve no attempt on the part of the city to exercise 
its power upon this subject?* And why, under this general topic, are cases 
involving questions of federal constitutional law mixed indiscriminately with 
those in which the question is one of a construction of charter powers? 

The.law of municipal corporations is sufficiently confusing at best. The 
presentation of cases without due regard for the primary points of law involved 
can but add to this confusion in the mind of the student. Be that as it’ may, 
it is far easier to criticize than it is to compile and arrange a case-book for 
class room use. No matter how they are arranged Professor Tooke’s book 
contains many valuable cases. It will no doubt be widely used, as it deserves 


to be. 
Howarp Lee McBarn. 





8 Pp. 496, 500. 





